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THE FEDERAL COMMUNICATIONS 
COMMISSION* 


R. H. COASE 


University of Virginia 
1. THe DEVELOPMENT OF GOVERNMENT REGULATION 


Fs THE United States no one may operate a broadcasting station unless he 
first obtains a license from the Federal Communications Commission. These 
licenses are not issued automatically but are granted or withheld at the dis- 
cretion of the Commission, which is thus in a position to choose those who 
shall operate radio and television stations. How did the Commission come to 
acquire this power? 

About the turn of the century, radio began to be used commercially, mainly 
for ship-to-shore and ship-to-ship communication.' This led to various pro- 
posals for legislation. Some of these were concerned with the promotion of 


* This article constitutes part of a study of the Political Economy of Broadcasting, the 
research expenses for which are being met out of a grant from the Ford Foundation. In 
acknowledging this financial assistance, I should make clear that the Ford Foundation does 
not necessarily agree with any of the views I express. This article was largely written at the 
Center for Advanced Study in the Behavioral Sciences, and I am greatly indebted to Mrs. 
Barbara Anderson for research assistance. 


‘This short account of the development of radio regulation does not call for extensive 
documentation, but sources are given for all quotations and in other cases where they might 
be difficult to identify. I found the following books and the references contained therein par- 
ticularly helpful: H. P. Warner, Radio and Television Law (1948), and L. F. Schmeckebier, 
The Federal Radio Commission (1932). 
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safety at sea, requiring the installation of radio equipment on ships, the em- 
ployment of skilled operators, and the like. Others, and it is these in which 
we are interested, were designed to bring about government control of the 
operations of the industry as a whole. 

The reason behind such proposals can be seen from a letter dated March 
30, 1910, from the Department of the Navy to the Senate Committee on 
Commerce, which described, “clearly and succinctly” according to the Com- 
mittee, the purpose of the bill to regulate radio communication which was 
then under discussion. The Department of the Navy explained that each radio 
station 


considers itself independent and claims the right to send forth its electric waves 
through the ether at any time that it may desire, with the result that there exists in 
many places a state of chaos. Public business is hindered to the great embarrassment 
of the Navy Department. Calls of distress from vessels in peril on the sea go un- 
heeded or are drowned out in the etheric bedlam produced by numerous stations all 
trying to communicate at once. Mischievous and irresponsible operators seem to take 
great delight in impersonating other stations and in sending out false calls. It is not 
putting the case too strongly to state that the situation is intolerable, and is con- 
tinually growing worse. 


The letter went on to point out that the Department of the Navy, in co- 
operation with other Government departments, 


has for years sought the enactment of legislation that would bring some sort of order 
out of the turbulent condition of radio communication, and while it would favor the 
passage of a law placing all wireless stations under the control of the Government, 
at the same time recognizes that such a law passed at the present time might not be 
acceptable to the people of this country.” 


The bill to which this letter referred was passed by the Senate but was not 
acted upon by the House of Representatives. Toward the end of 1911 the 
same bill was reintroduced in the Senate. A subcommittee concluded that it 
“bestowed too great powers upon the departments of Government and gave 
too great privileges to military and naval stations, while it did not accurately 
define the limitations and conditions under which commercial enterprises 
could be conducted.”*® In consequence, a substitute bill was introduced, and 
this secured the approval both of the Senate and of the House of Represent- 
atives and became law on August 13, 1912. The Act provided that anyone 
operating a radio station must have a license issued by the Secretary of Com- 
merce. This license would include details of the ownership and location of the 
station, the wave length or wave lengths authorized for use, the hours for 
which the station was licensed for work, etc. Regulations, which could be 


*S. Rep. No. 659, 61st Cong., 2d Sess. 4 (1910). 
*S. Rep. No. 698, 62d Cong., 2d Sess. 3 (1912). 
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waived by the Secretary of Commerce, required the station to designate a 
normal wave length (which had to be less than 600 or more than 1,600 me- 
ters), but the station could use other wave lengths, provided that they were 
outside the limits already indicated. Amateurs were not to use a wave length 
exceeding 200 meters. Various other technical requirements were included in 
the Act. The main difference between the bill introduced in 1910 and the 
Act as passed was that specific regulations were set out in the Act, whereas 
originally power had been given to the Secretary of Commerce to make regu- 
lations and to prevent interference to “signals relating to vessels in distress 
or of naval and military stations by private and commercial stations”; power 
to make regulations was also given to the President.* 

It was not long before attempts were made to change the law. The proposal 
that the Secretary of Commerce should have power to make regulations was 
revived. A bill was even introduced to create a Post Office monopoly of elec- 
trical communications. In 1917 and 1918, bills were introduced which would 
have given control of the radio industry to the Department of the Navy. In- 
deed, the 1918 bill was described, quite accurately, by Josephus Daniels, the 
Secretary of the Navy, as one which “would give the Navy Department the 
ownership, the exclusive ownership, of all wireless communication for com- 
mercial purposes.” Mr. Daniels explained that radio was “the only method of 
communication which must be dominated by one power to prevent interfer- 
ence. . .. The question of interference does not come in at all in the matter of 
cables or telegraphs but only in wireless.”” Some members of the House Com- 
mittee to which Mr. Daniels was giving evidence asked whether it would not 
be sufficient to regulate the hours of operation and the wave lengths used by 
radio stations, while leaving them in private hands. But Mr. Daniels was not 
to be moved from his position: 


My judgment is that in this particular method of communication the government 
ought to have a monopoly, just like it has with the mails—and even more so because 
other people could carry the mails on trains without interference, but they cannot use 
the air without interference. 


Later Mr. Daniels explained: “There are only two methods of operating the 
wireless: either by the government or for it to license one corporation—there 
is no other safe or possible method of operating the wireless.” That led one of 
the Committee to ask: “That is because of the interference in the ether, is it?” 
Mr. Daniels replied: “There is a certain amount of ether, and you cannot di- 
vide it up among the people as they choose to use it; one hand must control 
it.”” Later, Commander Hooper, one of Mr. Daniels’ advisers, told the Com- 
mittee: 


“Mention should also be made of one bill (S. 5630, 62d Cong. [1912]) which gave the 
task of regulating radio communication to the Interstate Commerce Commission and another 
(H.R. 23716, 62d Cong. [1912]) which provided for governmeut ownership of wireless tele- 
graphs. 
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. radio, by virtue of the interferences, is a natural monopoly; either the gov- 
ernment must exercise that monopoly by owning the stations, or it must place the 
ownership of these stations in the hands of one concern and let the government keep 
out of it.5 


The Navy in 1918 was in a much stronger position to press its claim than 
in the period before the 1912 Act. It had controlled the radio industry during 
the war and, as a result of building stations and the acquisition by purchase 
of certain private stations, owned 111 of the 127 existing American commer- 
cial shore stations. Nevertheless, the House Committee does not appear to have 
been convinced by the Navy Department’s argument, and no further action 
was taken on this bill. Nor was this proposal ever to be raised again. The 
emergence of the broadcasting industry was to make it impossible in the 
future to think of the radio industry solely in terms of point-to-point com- 
munication and as a matter largely of concern to the Department of the Navy. 

The broadcasting industry came into being in the early 1920’s. Some broad- 
casting stations were operating in 1920 and 1921, but a big increase in the 
number of stations occurred in 1922. On March 1, 1922, there were 60 broad- 
casting stations in the United States. By November 1, the number was 564.® 
Mr. Herbert Hoover, as Secretary of Commerce, was responsible for the ad- 
ministration of the 1912 Act, and he faced the task of preventing the signals 
of these new stations from interfering with each other and with those of exist- 
ing stations. In February, 1922, Mr. Hoover invited representatives of various 
government departments and of the radio industry to the first Radio Confer- 
ence. The Conference recommended that the powers of the Secretary of Com- 
merce to control the establishment of radio stations should be strengthened 
and proposed an allocation of wave bands for the various classes of service. 
Other conferences followed in 1923, 1924, and 1925." Bills were introduced in 
Congress embodying the recommendations of these conferences, but none 
passed into law. The Secretary of Commerce attempted to carry out their 
recommendations by inserting detailed conditions into the licenses. However, 
his power to regulate radio stations in this way was destroyed by court deci- 
sions interpreting the 1912 Act. 

In 1921, Mr. Hoover declined to renew the license of a telegraph company, 
the Intercity Radio Company, on the ground that its use of any available 
wave length would interfere with the signals of other stations. The company 
took legal action, and in February, 1923, a court decision held that the Secre- 
tary of Commerce had no discretion to refuse a license.* This meant, of course, 


5 Hearings on H.R. 13159, A Bill to Further Regulate Radio Communication, before the 
House Committee on the Merchant Marine and Fisheries, 65th Cong., 3d Sess. (1918). 


® See Schmeckebier, op. cit. supra note 1, at 4. 
* For details of these conferences, see Schmeckebier, op. cit. supra note 1, at 6-12. 
® Hoover v. Intercity Radio Co., 286 Fed. 1003 (App. D.C., 1923). 


68 495 AA A 30 
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that tic Secretary had no control over the number of stations that could be 
established. However, the wording of the court decision seemed to imply that 
the Secretary had power to choose the wave length which a licensee could use. 
A later decision was to deny him even this power. In 1925 the Zenith Radio 
Corporation was assigned the wave length of 332.4 meters, with hours of 
operation limited from 10:00 to 12:00 p.m. on Thursday and then only when 
this period was not wanted by the General Electric Company’s Denver sta- 
tion. These terms indicate the highly restrictive conditions which Mr. Hoover 
felt himself obliged to impose at this time. Not unnaturally, the Zenith Com- 
pany was not happy with what was proposed and, in fact, broadcast on wave 
lengths and at times not allowed by the license. Criminal proceedings were 
then taken against the Zenith Company for violation of the 1912 Act. But in 
a decision rendered in April, 1926, it was held that the Act did not give 
the Secretary of Commerce power to make regulations and that he was re- 
quired to issue a license subject only to the regulations in the Act itself. As 
we have seen, these merely required that the wave length used should be less 
than 600 or more than 1,600 meters. The decision in the Zenith case appeared 
in certain respects to be in conflict with that in the Intercity Radio Company 
case, and the Secretary of Commerce asked the Attorney General for an 
opinion. His opinion upheld the decision in the Zenith case.’° This meant that 
the Secretary of Commerce was compelled to issue licenses to anyone who 
applied, and the licensees were then free to decide on the power of their sta- 
tion, its hours of operation, and the wave length they would use (outside the 
limits mentioned in the Act). The period which followed has often been de- 
scribed as one of “‘chaos in broadcasting.” More than two hundred stations 
were established in the next nine months. These stations used whatever power 
or wave length they wished, while many of the existing stations ceased to ob- 
serve the conditions which the Secretary of Commerce had inserted in their 
licenses. 

For a number of years Congress had been studying various proposals for 
regulating radio communication. The Zenith decision added very considerably 
to the pressure for new legislation. In July, 1926, as a stop-gap measure de- 
signed to prevent licensees establishing property rights in frequencies, the 
two houses of Congress passed a joint resolution providing that no license 
should be granted for more than ninety days for a broadcasting station or for 
more than two years for any other type of station. Furthermore, no one was 
to be granted a license unless he executed “‘a waiver of any right or of any 
claim to any right, as against the United States, to any wave length or to the 
use of the ether in radio transmission. . . .” This echoed an earlier Senate reso- 


® United States v. Zenith Radio Corp., 12 F.2d 614 (N.D. IIl., 1926). 


© 35 Ops. Att’y Gen. 126 (1926). The question was submitted on June 4, 1926, and the 
opinion rendered on July 8, 1926, 
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lution (passed in 1925), in which the ether and the use thereof had been de- 
clared to be “the inalienable possession of the people of the United 
States. . . .” When Congress reconvened in December, 1926, the House and 
Senate quickly agreed on a comprehensive measure for the regulation of the 
radio industry, which became law in February, 1927. 

This Act brought into existence the Federal Radio Commission. The Com- 
mission, among other things, was required to classify radio stations, prescribe 
the nature of the service, assign wave lengths, determine the power and loca- 
tion of the transmitters, regulate the kind of apparatus used, and make regu- 
lations to prevent interference. It was provided that those wanting licenses to 
operate radio stations had to make a written application which was to include 
such facts as the Commission 


may prescribe as to the citizenship, character, and financial, technical, and other 
qualifications of the applicant to operate the station; the ownership and location of 
the proposed station and of the stations, if any, with which it is proposed to com- 
municate; the frequencies or wave lengths and the power desired to be used; the hours 
of the day or other periods of time during which it is proposed to operate the station; 
the purposes for which the station is to be used, and such other information as it may 
require. 


The Commission was authorized to issue a license if the “public interest, 
necessity or convenience would be served” by so doing. Once the license was 
granted, it could not be transferred to anyone else without the approval of the 
Commission. And, incorporating the sense of the 1926 joint resolution, licen- 
sees were required to sign a waiver of any claim to the use of a wave length 
or the ether. 

The Commission was thus provided with massive powers to regulate the 
radio industry. But it was prohibited from censoring programs: 


Nothing in this Act shall be understood or construed to give the licensing authority 
the power of censorship over the radio communications or signals transmitted by any 
radio station, and no regulation or condition shall be promulgated or fixed by the 
licensing authority which shall interfere with the right of free speech by means of 
radio communications. 


Nonetheless, the Act did impose some restrictions on a station’s program- 
ing. Obscene, indecent, or profane language was prohibited. A station was not 
allowed to rebroadcast programs without the permission of the originating 
station. The names of people paying for or furnishing programs had to be 
announced. Finally, it was provided that, if a licensee permitted a legally 
qualified candidate for public office to broadcast, equal opportunities had to 
be offered to all other candidates. 

The regulatory powers of the Federal Radio Commission did not extend to 
radio stations operated by the federal government, except when the signals 
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transmitted did not relate to government business. These government stations 
were subject to the authority of the President. In fact, the allocation of fre- 
quencies for government use was carried out under the auspices of the Inter- 
department Radio Advisory Committee, which had originally been formed in 
1922 but which continued in existence after the establishment of the Federal 
Radio Commission. 

In 1934 the powers exercised by the Federal Radio Commission were trans- 
ferred to the Federal Communications Commission, which was also made re- 
sponsible for the regulation of the telephone and telegraph industries. This 
change in the administrative machinery made little difference to the relations 
between the regulatory authority and the radio industry. Indeed, the sections 
of the 1934 Act dealing with the radio industry very largely reproduced the 
1927 Act.11 Amendments have been made to the 1934 Act from time to time, 
but these have related mainly to procedural matters, and the main structure 
has been unaffected.!* In all essentials, the system as it exists today is that 
established in 1927. 


II. THE CLASH WITH THE DOCTRINE OF FREEDOM OF THE PRESS 


The situation in the American broadcasting industry is not essentially dif- 
ferent in character from that which would be found if a commission appointed 
by the federal government had the task of selecting those who were to be 
allowed to publish newspapers and periodicals in each city, town, and village 
of the United States. A proposal to do this would, of course, be rejected out 
of hand as inconsistent with the doctrine of freedom of the press. But the 
broadcasting industry is a source of news and opinion of comparable impor- 
tance with newspapers or books and, in fact, nowadays is commonly included 
with the press, so far as the doctrine of freedom of the press is concerned. The 
Commission on Freedom of the Press, under the chairmanship of Mr. Robert 
M. Hutchins, used the term “press” to include “all means of communicating 
to the public news and opinions, emotions and beliefs, whether by newspapers, 
magazines, or books, by radio broadcasts, by television, or by films.”!* Profes- 
sor Zechariah Chafee had little doubt that the broadcasting industry came 


“The main difference between these two acts was the insertion in the 1934 Act of two 
new provisions. One was a prohibition against the advertisement or conduct of lotteries 
(Section 316, presently Title 18, U.S.C. § 1304). The other required anyone maintaining 
studios to supply programs (whether by wire or otherwise) for foreign stations which could 
be heard in the United States to obtain a permit from the Commission (Section 325(b)). 


“The Davis Amendment of 1928 which directed the Commission to make an equal allo- 
cation of broadcasting facilities among five zones of the United States and an equitable dis- 
tribution, according to population, among the states in each zone was incorporated in the 
1934 Act. But in 1936 the original wording of the 1927 Act, which merely required the Com- 
mission to make “a fair, efficient and equitable distribution” was reinstated. 


* The Commission on Freedom of the Press, A Free and Responsible Press 109 (1947). 
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within the protection of the First Amendment.’* A dictum in the Supreme 
Court expressed a similar view: ‘We have no doubt that moving pictures, like 
newspapers and radio, are included in the press whose freedom is guaranteed 
by the First Amendment.’’® Yet, as Mr. Louis G. Caldwell has pointed out, a 


broadcasting station can be put out of existence and its owner deprived of his invest- 
ment and means of livelihood, for the oral dissemination of language which, if printed 
in a newspaper, is protected by the First Amendment to the Constitution against 
exactly the same sort of repression.1® 


In the discussions preceding the formation of the Federal Radio Commis- 
sion, Mr. Hoover distinguished between two problems: the prevention of in- 
terference and the choice of those who would operate the stations: 


. . . the ideal situation, as I view it, would be traffic regulation by Federal Gov- 
ernment to the extent of the allotment of wave lengths and control of power and the 
policing of interference, leaving to each community a large voice in determining who 
are to occupy the wave lengths assigned to that community.17 


But, as we have seen, both of these tasks were given to the Federal Radio 
Commission. Soine interpreted the fact that the Commission was denied the 
power of censorship as meaning that it would not concern itself with program- 
ing but would simply act as “the traffic policeman of the ether.” But the Com- 
mission maintained—and in this it has been sustained by the courts—that, to 
decide whether the “public interest, convenience or necessity” would be served 
by granting or renewing a license, it had to take into account proposed or past 
programing. One commentator remarked, that by 1949, the “Commission had 
travelled far from its original role of airwaves traffic policeman. Control over 
radio had become more than regulation based on technological necessity; it 
had become regulation of conduct, and the basis was but emerging.”’?® 

The Commission is instructed to grant or renew a license if this would 
serve the “public interest, convenience or necessity.” This phrase, taken from 
public utility legislation, lacks any definite meaning. It “means about as little 
as any phrase that the drafters of the Act could have used and still comply 
with the constitutional requirement that there be some standard to guide the 
administrative wisdom of the licensing authority.”’® Furthermore, the many 


%Z. Chafee, Government and Mass Communications 235-41 (1947). 
* United States v. Paramount Pictures, Inc., 334 U.S. 131, 166 (1948). 
*® Caldwell, Freedom of Speech and Radio Broadcasting, 177 Annals 179, 203 (1935). 


* Opening Address of Herbert Hoover before the Fourth Annual Radio Conference (1925). 
Reproduced in Hearings on S. 1 and S. 1754, Radio Control, before the Senate Committee on 
Interstate Commerce, 69th Cong., Ist Sess. 50, 57-58 (1926). 


Old Standards in New Context: A Comparative Analysis of FCC Regulation, 18 U. of 
Chi. L. Rev. 78, 83 (1950). 


* Caldwell, The Standard of Public Interest, Convenience or Necessity as Used in the 
Radio Act of 1927, 1 Air L. Rev. 295, 296 (1930). 
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inconsistencies in Commission decisions have made it impossible for the 
phrase to acquire a definite meaning in the process of regulation. The charac- 
ter of the program proposals of an applicant for a frequency or channel is, of 
course, one of the factors taken into account by the Commission, and any 
applicant with a good lawyer will find that his proposals include live programs 
with local performers and programs in which public issues are discussed 
(these being program types which appear to be favored by the Commission). 
And when the time comes for renewal of the license, which at the present time 
is every three years, the past programing of the station is reviewed.?° 

A good illustration of the difference between the position of the owner of a 
broadcasting station and the publisher of a newspaper is provided by the case 
of Mr. Baker, who operated a radio station in Iowa and was denied a renewal 
of his license in 1931 because he broadcast bitter personal attacks on persons 
and institutions he did not like. The Commission said: 


This Commission holds no brief for the Medical Associations and other parties 
whom Mr. Baker does not like. Their alleged sins may be at times of public impor- 
tance, to be called to the attention of the public over the air in the right way. But this 
record discloses that Mr. Baker does not do so in any high-minded way. It shows that 
he continually and erratically over the air rides a personal hobby, his cancer cure 
ideas and his likes and dislikes of certain persons and things. Surely his infliction of 
all this on the listeners is not the proper use of a broadcasting license. Many of his 
utterances are vulgar, if not indeed indecent. Assuredly they are not uplifting or enter- 
taining. 

Though we may not censor, it is our duty to see that broadcasting licenses do not 
afford mere personal organs, and also to see that a standard of refinement fitting our 
day and generation is maintained.?} 


It is hardly surprising that this decision has been described as “in spirit pure 
censorship.””* 

The Commission’s attempts to influence programing have met with little 
opposition, except on two occasions, when the broadcasting industry made 
vigorous protests. The first arose out of the so-called Mayflower decision of 
1940. A Boston station had broadcast editorials urging the election of certain 
candidates for public office and expressing views on controversial questions. 
The Commission criticized the station for doing this and renewed its license 


* Tt is unnecessary for my purpose to review the policies of the Federal Radio Commission 
and the Federal Communications Commission in choosing among applicants and passing on 
the renewal of licenses. For discussions of such questions, the reader is referred to Warner, 
op. cit. supra note 1; J. M. Edelman, The Licensing of Radio Services in the United States, 
1927 to 1947 (1950) ; Federal Communications Commission, Report of the Network Study 
Staff on Network Broadcasting (1957), particularly Chapter 3, “Performance in the Public 
Interest.” 


= Decisions of the FCC, Docket No. 967, June 5, 1931. Quoted from Caldwell, Censorship 
of Radio Programs, 1 J. Radio Law 441, 473 (1931). 


* Ibid. 








10 THE JOURNAL OF LAW AND ECONOMICS 


only after receiving assurances that the station would no longer broadcast edi- 
torials. In 1948 the Commission re-examined the question and issued a report 
which, while not explicitly repudiating the Mayflower doctrine, nevertheless 
expressed approval of editorializing subject to the criterion of “overall fair- 
ness.” The Commission agreed that its ruling involved an abridgment of free- 
dom but that this was necessary: 


Any regulation of radio, especially a system of limited licensees, is in a real sense 
an abridgment of the inherent freedom of persons to express themselves by means of 
radio communications. It is howerever, a necessary and constitutional abridgment in 
order te prevent chaotic interference from destroying the great potential of this 
medium for public enlightment [sic] and entertainment. 


The Commission then went on: 


The most significant meaning of freedom of the radio is the right of the American 
people to listen to this great medium of communications free from any governmental 
dictation as to what they can or cannot hear and free alike from similar restraints by 
private licensees. 


It is not clear to me what the Commission meant by this. It could hardly have 
been the intention of the Commission to pay a tribute to the “invisible 
hand.”% 

The second controversy arose out of the publication of the so-called Blue 
Book by the Federal Communications Commission in 1946, entitled Public 
Service Responsibility of Broadcast Licensees. In this report the Commission 
indicated that it was going to pay closer attention to questions of program- 
ming and that those stations which carried sustaining programs, local live 
programs, and programs devoted to the discussion of public issues and which 
avoided “advertising excesses” would be more likely to have their licenses 
renewed. In the case of sustaining programs, it was suggested that they should 
be used with a view to 


(a) maintaining an overall program balance, (b) providing time for programs in- 
appropriate for sponsorship, (c) providing time for programs serving particular mi- 
nority tastes and interests, (d) providing time for non-profit organizations—religious, 
civic, agricultural, labor, educational, etc., and (e) providing time for experiment 
and for unfettered artistic self-expression.4 


It was argued (by Justin Miller, of the National Association of Broadcasters, 
among others) that the publication of the Blue Book was unconstitutional, as 
being contrary to the First Amendment, but on this the courts have not given 
an opinion. 

* Editorializing by Broadcast Licensees, 13 F.C.C. 1246, 1257 (1949). Cf. Mayflower 
Broadcasting Corp., 8 F.C.C. 333 (1940). 


™* Federal Communications Commission, Public Service Responsibility of Broadcast Li- 
censees 55 (1946). 


THE FEDERAL COMMUNICATIONS COMMISSION 11 


The examination by the Commission of the past activities of applicants has 
at times posed a threat to other freedoms. One example is furnished by the 
proceedings in the Daily News case. The publishers of the New York Daily 
News applied for permission to construct an FM station. The American Jewish 
Congress intervened, arguing that the application should be denied because 
the Daily News had 


evidenced bias against minority groups, particularly Jews and Negroes, and has pub- 
lished irresponsible and defamatory news items and editorials concerning such minor- 
ities . . . the News had thus demonstrated . . . that it is unqualified to be the licensee 
of a radio station because it could not be relied upon to operate its station with fair- 
ness to all groups and points of view in the community. 


The admissibility of such evidence was questioned, but the Commission held 
that it could be received, although pronouncing it inconclusive in this case. 
The application of the owners of the Daily News was finally rejected on other 
grounds, although it has been suggested that the evidence of the American 
Jewish Congress in fact played a part in bringing about the decision. What 
seems clear is that a newspaper which has an editorial policy approved of by 
the Commission is more likely to obtain a radio or television license than one 
that does not. The threat to freedom of the press in its strictest sense is evi- 
dent. Another case involved the political activities of an owner of a radio 
station, Mr. Edward Lamb. In earlier hearings, Mr. Lamb had denied having 
Communist associations. When the license of his station came up for renewal 
in 1954, the Commission charged that his previous statements were false. 
According to Professor Ralph S. Brown, the Broadcast Bureau of the Com- 
mission “produced in support of its charge as sorry a collection of unreliable 
and mendacious witnesses as have appeared in any recent political case.” 
Finally, after lengthy proceedings, the license was renewed, but the Commis- 
sion in its decision rejected the view that it “had no right to inquire into past 
associations, activities, and beliefs. . . .”*° 

If we ask why it is that the Commission’s policies have met with so little 
opposition, the answer, without any doubt, is that the Commission has been 
exremely hesitant about imposing its views on the broadcasting industry. 
Sometimes licenses have been renewed on condition that the programs to 
which the Commission objected were not broadcast in the future. Some opera- 
tors have not had their licenses renewed largely or wholly because of objec- 


*®See WBNX Broadcasting Co., 12 F.C.C. 805 (1948). For the view that this evidence 
may have had some effect on the Commission’s decision, see Radio Program Controls: 
A Network of Inadequacy, 57 Yale L. J. 275 (1947). 


*R.S. Brown, Jr., Loyalty and Security: Employment Tests in the United States 371-72 
(1958). For further details of this case and the questions it raises, see an article by the same 
author, Character and Candor Requirements for FCC Licensees, 22 Law & Contemp. Prob. 
644 (1957). 
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tions to the programs transmitted. But the number of such cases is not large, 
and the programs to which objection was taken were devoted to such topics as 
fortune-telling, horse-racing results, or medical advice or involved attacks on 
public officials, medical associations, or religious organizations.?7 

It is difficult for someone outside the broadcasting industry to assess the ex- 
tent to which programing has been affected by the views and actions of the 
Commission. On the face of it, it would seem improbable that the Commis- 
sion’s cautious approach would intimidate many station operators. However, 
the complete compliance of the industry to the Mayflower decision may be 
cited as evidence of the power of the Commission. Furthermore, the Commis- 
sion has many favors to give, and few people with any substantial interests in 
the broadcasting industry would want to flout too flagrantly the wishes of the 
Commission. 


III. THE RATIONALE OF THE PRESENT SYSTEM 


Professor Chafee has pointed out that the newer media of communication 
have been subjected to a stricter control than the old: 


Newspapers, books, pamphlets, and large meetings were for many centuries the only 
means of public discussion, so that the need for their protection has long been gener- 
ally realized. On the other hand, when additional methods for spreading facts and 
ideas were introduced or greatly improved by modern inventions, writers and judges 
had not got into the habit of being solicitous about guarding their freedom. And so 
we have tolerated censorship of the mails, the importation of foreign books, the stage, 
the motion picture, and the radio.?% 


It is no doubt true that the difference between the position occupied by the 
press and the broadcasting industry is in part due to the fact that the printing 
press was invented in the fifteenth and broadcasting in the twentieth century. 
But this is by no means the whole story. Many of those who have acquiesced 
in this abridgment of freedom of the press in broadcasting have done so reluc- 
tantly, the situation being accepted as a necessary, if unfortunate, consequence 
of the peculiar technology of the industry. 

Mr. Justice Frankfurter, in delivering the opinion of the Supreme Court in 
one of the leading cases on radio law, gave an account of the rationale of the 
present system: 

The plight into which radio fell prior to 1927 was attributable to certain basic facts 
about radio as a means of communication—its facilities are limited; they are not 


See the Report of the Network Study Staff on Network Broadcasting, op. cit. supra 
note 20, at 150-51. The exact number of cases in which the failure to renew a license was due 
to past programing (that is, in which the renewal would have been made had the program- 
ing been different) is uncertain. See E. E. Smead, Freedom of Speech by Radio and Tele- 
vision 123 n. 7 (1959). 


* Z. Chafee, Free Speech in the United States 381 (1942). 
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available to all who may wish to use them; the radio spectrum simply is not large 
enough to accommodate everybody. There is a fixed natural limitation upon the num- 
ber of stations that can operate without interfering with one another. Regulation of 
radio was therefore as vital to its development as traffic control was to the develop- 
ment of the automobile. In enacting the Radio Act of 1927, the first comprehensive 
scheme of control over radio communication, Congress acted upon the knowledge 
that if the potentialities of radio were not to be wasted, regulation was essential. 


To those who argued that we should “regard the Commission as a kind of 
traffic officer, policing the wave lengths to prevent stations from interfering 
with each other,” Mr. Justice Frankfurter answered: 


But the Act does not restrict the Commission merely to supervision of traffic. It 
puts upon the Commission the burden of determining the composition of that traffic. 
The facilities of radio are not large enough to accommodate all who wish to use them. 
Methods must be devised for choosing from among the many who apply. And since 
Congress itself could not do this, it committed the task to the Commission. 

The Commission was, however, not left at large in performing this duty. The touch- 
stone provided by Congress was the “public interest, convenience or necessity.” 

. .. The facilities of radio are limited and therefore precious; they cannot be left 
to wasteful use without detriment to the public interest. . .. The Commission’s licens- 
ing function cannot be discharged, therefore, merely by finding that there are no 
technological objections to the granting of a license. If the criterion of “public inter- 
est” were limited to such matters, how could the Commission choose between two 
applicants for *se same facilities, each of whom is financially and technically qualified 
to operete a station? Since the very inception of federal regulation of radio, com- 
parativ .<‘derations as to the services to be rendered have governed the applica- 
tion of t ¢ standard of “public interest, convenience or necessity.”?9 


The events which preceded government regulation have been described very 
vividly by Professor Charles A. Siepmann: 


The chaos that developed as more and more enthusiastic pioneers entered the field 
of radio was indescribable. Amateurs crossed signals with professional broadcasters. 
Many of the professionals broadcast on the same wave length and either came to a 
gentleman’s agreement to divide the hours of broadcasting or blithely set about cut- 
ting one another’s throats by broadcasting simultaneously. Listeners thus experienced 
the annoyance of trying to hear one program against the raucous background of an- 
other. Ship-to-shore communication in Morse code added its pulsing dots and dashes 
to the silly symphony of sound. 


Professor Siepmann sums up the situation in the following words: “Private 
enterprise, over seven long years, failed to set its own house in order. Cut- 
throat competition at once retarded radio’s orderly development and subjected 
listeners to intolerable strain and inconvenience.”*° 


” National Broadcasting Co. v. United States, 319 U.S. 190, 213, 215-17 (1943). 
* C, A. Siepmann, Radio, Television and Society 5-6 (1950). 
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Notwithstanding the general acceptance of these arguments and the emi- 
nence of the authorities who expound them, the views which have just been 
quoted are based on a misunderstanding of the nature of the problem. Mr. 
Justice Frankfurter seems to believe that federal regulation is needed because 
radio frequencies are limited in number and people want to use more of them 
than are available. But it is a commonplace of economics that almost all re- 
sources used in the economic system (and not simply radio and television fre- 
quencies) are limited in amount and scarce, in that people would like to use 
more than exists. Land, labor, and capital are all scarce, but this, of itself, 
does not call for government regulation. It is true that some mechanism has 
to be employed to decide who, out of the many claimants, should be allowed 
to use the scarce resource. But the way this is usually done in the American 
economic system is to employ the price mechanism, and this allocates resources 
to users without the need for government regulation. 

Professor Siepmann seems to ascribe the confusion which existed before 
government regulation to a failure of private enterprise and the competitive 
system. But the real cause of the trouble was that no property rights were 
created in these scarce frequencies. We know from our ordinary experience 
that land can be allocated to land users without the need for government 
regulation by using the price mechanism. But if no property rights were 
created in land, so that everyone could use a tract of land, it is clear that 
there would be considerable confusion and that the price mechanism could 
not work because there would not be any property rights that could be ac- 
quired. If one person could use a piece of land for growing a crop, and then 
another person could come along and build a house on the land used for the 
crop, and then another could come along, tear down the house, and use the 
space as a parking lot, it would no doubt be accurate to describe the resulting 
situation as chaos. But it would be wrong to blame this on private enterprise 
and the competitive system. A private-enterprise system cannot function 
properly unless property rights are created in resources, and, when this is 
done, someone wishing to use a resource has to pay the owner to obtain it. 
Chaos disappears; and so does the government except that a legal system to 
define property rights and to arbitrate disputes is, of course, necessary. But 
there is certainly no need for the kind of regulation which we now find in the 
American radio and television industry. 

In 1951, in the course of a comment dealing with the problem of standards 
in color television, Mr. Leo Herzel proposed that the price mechanism should 
be used to allocate frequencies. He said: 


The most important function of radio regulation is the allocation of a scarce factor 
of production—frequency channels. The FCC has to determine who will get the limited 
number of channels available at any one time. This is essentially an economic decision, 
not a policing decision. 
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And, later, Mr. Herzel suggested that channels should be leased to the highest 
bidder.*! This article brought a reply from Professor Dallas W. Smythe of 
the Institute of Communications Research of the University of Illinois and 
formerly chief economist of the Federal Communications Commission. In his 
article, Professor Smythe presented the case against the use of the price 
mechanism in broadcasting.®? 

First of all, Professor Smythe pointed out that commercial broadcasting was 
not a “dominant user of spectrum space” but “a minor claimant on it.” He 
explained that “the radio spectrum up to at least 1,000,000 Kc is susceptible 
of commercial exploitation, technologically. On this basis, the exclusive use of 
frequencies by broadcasters represents 2.3 per cent of the total and the shared 
use, 7.2 per cent.” But, according to Professor Smythe, even these percent- 
ages may overstate the importance of broadcasting. “The FCC has allocated 
the spectrum to different users as far as 30,000,000 Kc. And on this basis com- 
mercial broadcasters use exclusively less than one tenth of one per cent, and, 
on a shared basis, two tenths of one per cent.”’** 

Professor Smythe then went on to explain who it was that used most of the 
radio spectrum. First, there were the military, the law-enforcement agencies, 
the fire-fighting agencies, the Weather Bureau, the Forestry Service, and the 
radio amateurs, “the last of which by definition could hardly be expected to 
pay for frequency use.” (This is, of course, in accordance with the modern 
view that an amateur is someone who does not pay for the things he uses.) 
Then there were many commercial users other than broadcasters. There were 
the common carriers, radiotelegraph and radiotelephone; transportation agen- 
cies, vessels on the high seas, railroads, street railways, busses, trucks, harbor 
craft, and taxis. There were also various specialized users, such as electric 
power, gas and water concerns, the oil industry (which used radio waves for 
communication and also for geophysical exploration), the motion-picture in- 
dustry (for work on location), and so on. Professor Smythe commented: 


Surely it is not seriously intended that the non-commercial radio users (such as 
police), the non-broadcast common carriers (such as radio-telegraph) and the non- 
broadcast commercial users (such as the oil industry) should compete with dollar bids 
against the broadcast users for channel allocations. 


To this Mr. Herzel replied: 


* “Public Interest” and the Market in Color Television Regulation, 18 U. of Chi. L. Rev. 
802, 809 (1951). 


" Smythe, Facing Facts about the Broadcast Business, 20 U. of Chi. L. Rev. 96 (1952), 
and a Rejoinder by the student author, Mr. Leo Herzel, which appeared in 20 U. of Chi. L. 
Rev. 106 (1952). 


™ Of course not all these frequencies would be equally desirable for use in the broadcasting 
industry. 
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It certainly is seriously suggested. Such users compete for all other kinds of equip- 
ment or else they don’t get it. I should think the more interesting question is, why 
is it seriously suggested that they shouldn’t compete for radio frequencies? 


Certainly, it is not clear why we should have to rely on the Federal Com- 
munications Commission rather than the ordinary pricing mechanism to de- 
cide whether a particular frequency should be used by the police, or for a 
radiotelephone, or for a taxi service, or for an oil company for geophysical ex- 
ploration, or by a motion-picture company to keep in touch with its film stars 
or for a broadcasting station. Indeed, the multiplicity of these varied uses 
would suggest that the advantages to be derived from relying on the pricing 
mechanism would be especially great in this case. 

Professor Smythe also argued that the use of market controls depends on 
“the economic assumption that there is substantially perfect competition in 
the electronics field.” This is a somewhat extreme view. An allocation scheme 
costs something to administer, will itself lead to a malallocation of resources, 
and may encourage some monopolistic tendencies—all of which might well 
make us willing to tolerate a considerable amount of imperfect competition 
before substituting an allocation scheme for market controls. Nonetheless, the 
problem of monopoly is clearly one to be taken seriously. But this does not 
mean that frequencies should not be allocated by means of the market or that 
we should employ a special organization, the Federal Communications Com- 
mission, for monopoly control in the broadcasting industry rather than the 
normal procedure. In fact, the antitrust laws do apply to broadcasting, and 
recently we have seen the Department of Justice taking action in a case in 
which the Federal Communications Commission had not thought it necessary 
to act. The situation is not simply one in which there are two organizations 
to carry out one law. There are, in effect, two laws. The Federal Communica- 
tions Commission is not bound by the antitrust laws and may refuse an ap- 
plication for a license because of the monopolistic practices of the applicant, 
even though these may not have been illegal under the antitrust laws. Thus, 
the broadcasting industry, while subject to the antitrust laws, is also subject 
to another not on the statute book but one invented by the Commission.*® 

It may be wondered whether such an involved system is tequired for the 
broadcasting industry, but this is not the question with which I am mainly 
concerned. To increase the competitiveness of the system, it may be that cer- 


* See United States v. Radio Corp. of America, 358 U.S. 334 (1959). 


* Compare the statement of the court in Mansfield Journal Co. v. FCC, 180 F.2d 28, 33 
(App.D.C., 1950): “Whether Mansfield’s activities do or do not amount to a positive vio- 
lation of law, and neither this court nor the Federal Communications Commission is de- 
termining that question, they still may impair Mansfield’s ability to serve the public. Thus, 
whether Mansfield’s competitive practices were legal or illegal, in the strict sense, is not con- 
clusive here. Monopoly in the mass communication of news and advertising is contrary to 
the public interest, even if not in terms proscribed by the antitrust laws.” 
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tain firms should not be allowed to operate broadcasting stations (or more 
than a certain number) and that certain practices should be prohibited; but 
this does not mean that those regarded as eligible to operate broadcasting sta- 
tions ought not to pay for the frequencies they use. It is no doubt desirable to 
regulate monopolistic practices in the oil industry, but to do this it is not 
necessary that oil companies be presented with oil fields for nothing. Control 
of monopoly is a separate problem. 


IV. THE PRICING SYSTEM AND THE ALLOCATION OF FREQUENCIES 


There can be little doubt that the idea of using private property and the 
pricing system in the allocation of frequencies is one which is completely un- 
familiar to most of those concerned with broadcasting policy. Consider, for 
example, the comment on the articles by Mr. Herzel and Professor Smythe 
(discussed in the previous section) which appeared in the Journal of the 
Federal Communications Bar Association and which was therefore addressed 
to the group with the greatest knowledge of the problems of broadcasting 
regulation in the United States: “The whole discussion will be over the heads 
of most readers.”*® Or consider the answers given by Mr. Frank Stanton, 
president of Columbia Broadcasting System and one of the most experienced 
and able men in the broadcasting industry, when Representative Rogers in a 
congressional inquiry raised the possibility of disposing of television channels 
by putting them up for the highest bids: 


Mr. Rocers. Doctor, what would you think about a proposition of the Government 
taking all of ihese channels and opening them to competitive bidding and let the high- 
est bidder take them at the best price the taxpayers could get out of it? 

Mr. STANTON. This is a novel theory and one to which I have not addressed myself 
during my operating career. This is certainly entirely contrary to what the Communi- 
cation Act was in 1927 and as it was later amended. 

Mr. Rocers. I know, but if the Government owns a tract of land on which you 
raise cattle, they charge a man for the use of the land. 

Why would it not be just as reasonable to charge a man to use the avenues of the 
air as it would be to use that pasture? Why should the people be giving one group 
something free and charging another group for something that is comparable? 

Mr. STANTON. This is a new and novel concept. I think it would have to be applied 
broadly to all uses of the spectrum and not just confined to television, if you will. 

Mr. Rocers. I understand that. Do you not think that would really be free enter- 
prise where the taxpayer would be getting the proceeds? 

Mr. STANTON. You have obviously given some thought to this and you are hitting 
me for the first time with it.37 


* Recent Articles, 13 Fed. Com. B.J. 89 (1953). 


* Hearings on Subscription Television before the House Committee on Interstate and 
Foreign Commerce, 85th Cong., 2d Sess. 434 (1958). 
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This “novel theory” (novel with Adam Smith) is, of course, that the allo- 
cation of resources should be determined by the forces of the market rather 
than as a result of government decisions. Quite apart from the malallocations 
which are the result of political pressures, an administrative agency which 
attempts to perform the function normally carried out by the pricing mecha- 
nism operates under two handicaps. First of all, it lacks the precise monetary 
measure of benefit and cost provided by the market. Second, it cannot, by the 
nature of things, be in possession of all the relevant information possessed by 
the managers of every business which uses or might use radio frequencies, to 
say nothing of the preferences of consumers for the various goods and serv- 
ices in the production of which radio frequencies could be used. In fact, 
lengthy investigations are required to uncover part of this information, and 
decisions of the Federal Communications Commission emerge only after long 
delays, often extending to years.** To simplify the task, the Federal Com- 
munications Commission adopts arbitrary rules. For example, it allocates cer- 
tain ranges of frequencies (and only these) for certain specified uses. The 
situation in which the Commission finds itself was described in a recent 
speech by Commissioner Robert E. Lee. He explained that the question of 
undertaking a study of assignments below 890 mc was being considered, but 
whether this would be done was uncertain. 


There is considerable discussion of such a move within and without the Commis- 
sion. .. . The examination of the more crowded spectrum below 890 mc presents an 
extremely difficult administrative problem. While this should be no excuse, I hope 
that all will appreciate the limitations of our overburdened staff, which, as a practical 
matter, must be given great weight. 


And, after referring to a possible change in procedure, he added: 


I am finding it increasingly difficult to explain why a steel company in a large com- 
munity, desperate for additional frequency space cannot use a frequency assigned, 
let us say, to the forest service in an area where there are no trees.3® 


This discussion should not be taken to imply that an administrative allo- 
cation of resources is inevitably worse than an allocation by means of the 
price mechanism. The operation of a market is not itself costless, and, if the 
costs of operating the market exceeded the costs of running the agency by a 
sufficiently large amount, we might be willing to acquiesce in the malallocation 
of resources resulting from the agency’s lack of knowledge, inflexibility, and 
exposure to political pressure. But in the United States few people think 


** A former chairman of the Federal Communications Commission argued that it could 
not be intelligent in its regulation “if . . . [the Commission’s] information lags behind the 
latest developments and policies of the industry—if the industry knows more than the 
government does.” Edelman, op. cit. supra note 20, at 20. But it is inevitable that the in- 
dustry will know more than the Commission. 


* Broadcasting, February 4, 1957, p. 96. 
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that this would be so in most industries, and there is nothing about the 
broadcasting industry which would lead us to believe that the allocation of 
frequencies constitutes an exceptional case. 

An example of how the nature of the pricing system is misunderstood in 
current discussions of broadcasting policy in the United States is furnished by 
a recent comment which appeared in the trade journal Broadcasting: 


In the TV field, lip service is given to a proposal that television “franchises” be 
awarded to the highest bidder among those who may be qualified. This is ridiculous 
on its face, since it would mean that choice outlets in prime markets would go to 
those with the most money.*® 


First of all, it must be observed that resources do not go, in the American 
economic system, to those with the most money but to those who are willing to 
pay the most for them. The result is that, in the struggle for particular re- 
sources, men who earn $5,000 per annum are every day outbidding those who 
earn $50,000 per annum. To be convinced that this is so, we need only imagine 
a situation occurring in which all those who earned $50,000 or more per 
annum arrived at the stores one morning and, at the prices quoted, were able 
to buy everything in stock, with nothing left over for those with lower incomes. 
Next day we may be sure that the prices quoted would be higher and that 
those with higher incomes would be forced to reduce their purchases—a pro- 
cess which would continue as long as those with lower incomes were unable to 
spend all they wanted. The same system which enables a man with $1 million 
to obtain $1 million’s worth of resources enables a man with $1,000 to obtain 
a $1,000’s worth of resources. Of course, the existence of a pricing system does 
not insure that the distribution of money between persons (or families) is 
satisfactory. But this is not a question we need to consider in dealing with 
broadcasting policy. Insofar as the ability to pay for frequencies or channels 
depends on the distribution of funds, it is the distribution not between persons 
but between firms which is relevant. And here the ethical problem does not 
arise. All that matters is whether the distribution of funds contributes to 
efficiency, and there is every reason to suppose that, broadly speaking, it does. 
Those firms which use funds profitably find it easy to get more; those which 
do not, find it difficult. The capital market does not work perfectly, but the 
general tendency is clear. In any case, it is doubtful whether the Federal 
Communications Commission has, in general, awarded frequencies to firms 
which are in a relatively unfavorable position from the point of view of rais- 
ing capital. The inquiries which the Commission conducts into the financial 
qualifications of applicants must, in fact, tend in the opposite direction.*! 


“ Broadcasting, February 24, 1958, p. 200. 


“On the Commission’s policies with regard to financial qualifications, consult Edelman, 
op. cit. supra note 20, at 62—64, and Warner, op. cit. supra note 1, § 22a. 
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And if we take as examples of “choice outlets in prime markets” network- 
affiliated television stations in the six largest metropolitan areas in the United 
States on the basis of population (New York, Chicago, Los Angeles, Phila- 
delphia, Detroit, and San Francisco), we find that five stations are owned by 
American Broadcasting—Paramount Theatres, Inc., four by the National 
Broadcasting Company (a subsidiary of the Radio Corporation of America), 
four by the Columbia Broadcasting System, Inc., and one each by the 
Westinghouse Broadcasting Company (a subsidiary of the Westinghouse 
Electric Corporation), the Storer Broadcasting Company, and three news- 
paper publishing concerns.** It would be difficult to argue that these are firms 
which have been unduly handicapped in their growth by their inability to 
raise capital. 

The Supreme Court appears to have assumed that it was impossible to use 
the pricing mechanism when dealing with a resource which was in limited 
supply. This is not true. Despite all the efforts of art dealers, the number of 
Rembrandts existing at a given time is limited; yet such paintings are com- 
monly disposed of by auction. But the works of dead painters are not unique 
in being in fixed supply. If we take a broad enough view, the supply of all fac- 
tors of production is seen to be fixed (the amount of land, the size of the popu- 
lation, etc.). Of course, this is not the way we think of the supply of land or 
labor. Since we are usually concerned with a particular problem, we think not 
in terms of the total supply but rather of the supply available for a particular 
use. Such a procedure is not only practically more useful; it also tells us more 
about the processes of adjustment at work in the market. Athough the quan- 
tity of a resource may be limited in total, the quantity that can be made 
available to a particular use is variable. Producers in a particular industry 
can obtain more of any resource they require by buying it on the market, al- 
though they are unlikely to be able to obtain considerable additional quanti- 
ties unless they bid up the price, thereby inducing firms in other industries to 
curtail their use of the resource. This is the mechanism which governs the allo- 
cation of factors of production in almost all industries. Notwithstanding the 
almost unanimous contrary view, there is nothing in the technology of the 
broadcasting industry which prevents the use of the same mechanism. Indeed, 
use of the pricing system is made particularly easy by a circumstance to 
which Professor Smythe draws our special attention, namely, that the broad- 
casting industry uses but a small proportion of “spectrum space.” A broad- 

© The first four firms are so well known as not to require any notation. The Storer Broad- 
casting Company owns television stations in Toledo, Cleveland, Detroit, Atlanta, and Wil- 
mington and radio stations in Toledo, Cleveland, Detroit, Philadelphia, Wheeling, Atlanta, 
and Miami. Of the three stations owned by newspaper publishing concerns, one in Phila- 
delphia is owned by Triangle Publications (which publishes the Philadelphia Inquirer and 
other papers, owns four other television stations and some radio stations), one in Detroit 


is owned by the publisher of the Detroit News, and one in San Francisco is owned by the 
publisher of the San Francisco Chronicle. 
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casting industry, forced to bid for frequencies, could draw them away from 
other industries by raising the price it was willing to pay. It is impossible to 
say whether the result of introducing the pricing system would be that the 
broadcasting industry would obtain more frequencies than are allocated to it 
by the Federal Communications Commission. Not having had, in the past, a 
market for frequencies, we do not know what these various industries would 
pay for them. Similarly, we do not know for what frequencies the broadcasting 
industry would be willing to outbid these other industries. All we can say is 
that the broadcasting industry would be able to obtain all the existing fre- 
quencies it now uses (and more) if it were willing to pay a price equal to the 
contribution which they could make to production elsewhere. This is saying 
nothing more than that the broadcasting industry would be able to obtain 
frequencies on the same basis as it now obtains its labor, buildings, land, and 
equipment. 

A thoroughgoing employment of the pricing mechanism for the allocation 
of radio frequencies would, of course, mean that the various governmental au- 
thorities, which are at present such heavy users of these frequencies, would 
also be required to pay for them. This may appear to be unnecessary, since 
payment would have to be made to some other government agency appointed 
to act as custodian of frequencies. What was paid out of one government 
pocket would simply go into another. It may also seem inappropriate that the 
allocation of resources for such purposes as national defense or the preserva- 
tion of human life should be subjected to a monetary test. While it would be 
entirely possible to exclude from the pricing process all frequencies which 
government departments consider they need and to confine pricing to fre- 
quencies available for the private sector, there would seem to be compelling 
reasons for not doing so. A government department, in making up its mind 
whether or not to undertake a particular activity, should weigh against the 
benefits this would confer, the costs which are also involved: that is, the 
value of the production elsewhere which would otherwise be enjoyed. In the 
case of a government activity which is regarded as so essential as to justify 
any sacrifice, it is still desirable to minimize the cost of any particular project. 
If the use of a frequency which if used industrially would contribute goods 
worth $1 million could be avoided by the construction of a wire system or the 
purchase of reserve vehicles costing $100,000, it is better that the frequency 
should not be used, however essential the project. It is the merit of the pric- 
ing system that, in these circumstances, a government department (unless 
very badly managed) would not use the frequency if made to pay for it. Some 
hesitation in accepting this argument may come from the thought that, 
though it might be better to provide government departments with the funds 
necessary to purchase the resources they need, it by no means follows that 
Congress will do this. Consequently, it might be better to accept the waste 
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inherent in the present system rather than suffer the disadvantages which 
would come from government departments having inadequate funds to pay 
for frequencies. This, of course, assumes that government departments are, 
in general, denied adequate funds by Congress, but it is not clear that this is 
true, above all for the defense departments, which, at present, use the bulk of 
the frequencies. Furthermore, it has to be remembered that a pricing scheme 
for frequencies would not involve any budgetary strain, since all government 
payments would be exactly balanced by the receipts of the agency responsible 
for disposing of frequencies, and there would be a net gain from the pay- 
ments by private firms. In any case, such considerations do not apply to the 
introduction of pricing in the private sector and, in particular, for the broad- 
casting industry. 

The desire to preserve government ownership of radio frequencies coupled 
with an unwillingness to require any payment for the use of these frequencies 
has had one conequence which has caused some uneasiness. A station operator 
who is granted a license to use a particular frequency in a particular place 
may, in fact, be granted a very valuable right, one for which he would be 
willing to pay a large sum of money and which he would be forced to pay if 
others could bid for the frequency. This provision of a valuable resource with- 
out charge naturally raises the income of station operators above what it 
would have been in competitive conditions. It would require a very detailed 
investigation to determine the extent to which private operators of radio and 
television stations have been enriched as a result of this policy. But part of 
the extremely high return on the capital invested in certain radio and tele- 
vision stations has undoubtedly been due to this failure to charge for the use 
of the frequency. Occasionally, when a station is sold, it is possible to glimpse 
what is involved. Strictly, of course, all that can be sold is the station and its 
organization; the frequency is public property, and the grant of a license 
gives no rights of any sort in that frequency. Furthermore, transfers of the 
ownership of radio and television stations have to be approved by the Federal 
Communications Commission. However, the Commission almost always ap- 
proves such negotiated transfers, and, when these take place, there can be 
little doubt that often a great part of the purchase price is in fact payment for 
obtaining the use of the frequency. Thus when WNEW in New York City was 
sold in 1957 for $5 million or WDTV in Pittsburgh in 1955 for $10 million 
or WCAV (AM, FM, and TV) in Philadelphia in 1958 for $20 million, it is 
possible to doubt that it would cost $5 million or $10 million or $20 million to 
duplicate the transmitter, studio equipment, furniture, and the organization, 
which nominally is what is being purchased.** The result of sales at such 
prices is, of course, to reduce the return earned by the new owners to (or at 


“See the Annual Report of the Federal Communications Commission for 1957 at p. 123, 
and for 1958, at p. 121. 
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any rate nearer to) the competitive level. When, as happened in the early 
days of radio regulation but less often since the Commission refused to sanc- 
tion transfers at a price much more than the value of the physical assets and 
the organization being acquired, the effect was simply to distribute the bene- 
fits derived from this free use of public property more widely among the busi- 
ness community: to enable the new as well as the old owners to share in it. I 
do not wish to discuss whether such a redistribution of the gain is socially de- 
sirable. My point is different: there is no reason why there should be any gain 
to redistribute. 

The extraordinary gain accruing to radio and television station operators as 
a result of the present system of allocating frequencies becomes apparent 
when stations are sold.** Even before the 1927 Act was passed, it was recog- 
nized that stations were transferred from one owner to another at prices which 
implied that the right to a license was being sold.*® Occasionally, references 
to this problem are found in the literature, but the subject has not been dis- 
cussed extensively. In part, I think this derives from the fact that the only 
solution to the problem of excessive profits was thought to be rate regulation 
or profit control.*® Such solutions were unlikely to gain support for a number 
of reasons. Although in the early days of the broadcasting industry it was 
commonly thought that it would be treated as another public utility, this 
view was later largely abandoned. An attempt to make broadcasters common 
carriers failed. And broadcasting has come to be thought of, so far as its busi- 
ness operations are concerned, as an unregulated industry. As the Supreme 
Court has said: “. . . the field of broadcasting is one of free competition.”** 
In any case, the determination of the rates to be charged or the level of profits 
to be allowed would not seem an easy matter, although it has been claimed 
that “it should be possible for resource and tax economists to develop norms 
for levying such special franchise taxes.”**® Furthermore, rate or profit regu- 
lation with the concomitant need for control of the quality of the programs is 
hardly an attractive prospect. 

It is an odd fact that the obvious way out of these difficulties, which is to 


“See Radio and Television Station Transfers: Adequacy of Supervision under the Federal 
Communications Act, 30 Ind. L. J. 351 (1955), and Warner, op. cit. supra note 1, Chapter 
V, “The Transfer and Assignment of Broadcasting Licenses.” Compare C. C. Dill, Radio Law 
208—9 (1938). 


“See Hearings on S. 1 and S. 1754, Radio Control, before the Senate Committee on Inter- 
state Commerce, 69th Cong., Ist Sess. 38-47 (1626). 


“ Consult Stewart, The Public Control of Radio, 8 Air L. Rev. 131 (1937); Hettinger, 
The Economic Factor in Radio Regulation, 9 Air L. Rev. 115 (1939) ; Salsbury, The Trans- 
fer of Broadcast Rights, 11 Air L. Rev. 113 (1940); Lissner, Public Control of Radio, 5 
Am. J. Econ. & Soc. 552 (1946). 


“FCC v. Sanders Bros. Radio Station, 309 U.S. 470, 474 (1940). 


“ Lissner, op. cit. supra note 46. 
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make those wishing to use frequencies bid for them (allowing the profits 
earned to be determined not by a regulatory commission but by the forces of 
competition), received no attention in the literature, so far as I know, until 
comparatively recently. Mr. Herzel’s article contains the first reference I have 
found. More recently, the suggestion has been mentioned on a number of 
occasions. In 1958 the proposal for bidding made its appearance in a bill 
introduced by Representative Henry S. Reuss. This bill would have estab- 
lished an order of priority for the various categories of applicants for radio 
and television licenses but contained the provision that, where there was more 
than one applicant falling into the highest category, the Federal Communica- 
tions Commission would then grant the license to the highest bidder in that 
category, with the money to be “deposited in the Treasury of the United 
States to the credit of miscellaneous receipts.” The same procedure would be 
applied when a license was transferred. Representative Reuss explained: “The 
airwaves are the public domain, and under such circumstances a decision 
should be made in favor of the taxpayers, just as it is when the government 
takes bids for the logging franchise on public timberland.’’*® 

It is to be expected that even so modest a suggestion for bidding as that of 
Representative Reuss would not be welcomed. From the earliest days of radio 
regulation suggestions have been made that those holding radio licenses 
should pay a fee to the regulating authority, but this has never been incorpo- 
rated in the law. When, a few years ago, the Federal Communications Com- 
mission announced that it was considering a proposal that radio and television 
licenses should pay a fee to cover the costs of the licensing process (that is, 
the cost of the Federal Communications Commission), the Senate Committee 
on Interstate and Foreign Commerce quickly adopted a resolution suggesting 
that the Commission should suspend consideration of this proposal for the 
time being, since “the proposal for license fees for broadcasting stations raises 
basic questions with regard to the fundamental philosophy of regulation under 
the Communications Act. . . .”°° 

It is not easy to understand the feeling of hostility to the idea that people 
should pay for the facilities they use. It is true that this attitude has been sup- 
pored by the argument that it was technologically impossible to charge for the 
use of frequencies, but this is clearly wrong. It is difficult to avoid the conclu- 
sion that the widespread opposition to the use of the pricing system for the 
allocation of frequencies can be explained only by the fact that the possibility 
of using it has never been seriously faced. 


“ Press release dated April 14, 1958, from the office of Congressman Henry S. Reuss. See 
H.R. 11893, 85th Cong., 2d Sess. (1958). 


© 100 Cong. Rec. 3783 (1954). 
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V. PRIVATE PROPERTY AND THE ALLOCATION OF FREQUENCIES 


If the right to use a frequency is to be sold, the nature of that right would 
have to be precisely defined. A simple answer would be to leave the situation 
essentially as it is now: the broadcaster would buy the right to use, for a cer- 
tain period, an assigned frequency to transmit signals at a given power for 
certain hours from a transmitter located in a particular place. This would 
simply superimpose a payment on to the present system. It would certainly 
make it possible for the person or firm who is to use a frequency to be deter- 
mined in the market. Eut the enforcement of such detailed regulations for the 
operation of stations as are now imposed by the Federal Communications 
Commission would severely limit the extent to which the way the frequency 
was used could be determined by the forces of the market. 

It might be argued that this is by no means an unusual situation, since the 
rights acquired when one buys, say, a piece of land, are determined not by 
the forces of supply and demand but by the law of property in land. But this 
is by no means the whole truth. Whether a newly discovered cave belongs to 
the man who discovered it, the man on whose land the entrance to the cave is 
located, or the man who owns the surface under which the cave is situated is 
no doubt dependent on the law of property. But the law merely determines the 
person with whom it is necessary to make a contract to obtain the use of the 
cave. Whether the cave is used for storing bank records, as a natural gas 
reservoir, or for growing mushrooms depends, not on the law of property, but 
on whether the bank, the natural gas corporation, or the mushroom concern 
will pay the most in order to be able to use the cave. One of the purposes of 
the legal system is to establish that clear delimitation of rights on the basis of 
which the transfer and recombination of rights can take place through the 
market. In the case of radio, it should be possible for someone who is granted 
the use of a frequency to arrange to share it with someone else, with what- 
ever adjustments to hours of operation, power, location and kind of transmit- 
ter, etc., as may be mutually agreed upon; or when the right initially ac- 
quired is the shared use of a frequency (and in certain cases the FCC has per- 
mitted only shared usage), it should not be made impossible for one user to 
buy out the rights of the other users so as to obtain an exclusive usage. 

The main reason for government regulation of the radio industry was to 
prevent interference. It is clear that, if signals are transmitted simultaneously 
on a given frequency by several people, the signals would interfere with each 
other and would make reception of the messages transmitted by any one per- 
son difficult, if not impossible. The use of a piece of land simultaneously for 
growing wheat and as a parking lot would produce similar results. As we have 
seen in an earlier section, the way this situation is avoided is to create property 
rights (rights, that is, to exclusive use) in land, The creation of similar rights 
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in the use of frequencies would enable the problem to be solved in the same 
way in the radio industry. 

The advantage of establishing exclusive rights to use a resource when that 
use does not harm others (apart from the fact that they are excluded from 
using it) is easily understood. However, the case appears to be different when 
it concerns an action which harms others directly. For example, a radio oper- 
ator may use a frequency in such a way as to cause interference to those using 
adjacent frequencies. 

Let us start our analysis of this situation by considering the case of Sturges 
v. Bridgman,*' which illustrates the basic issues. A confectioner had used 
certain premises for his business for a great many years. When a doctor came 
and occupied a neighboring property, the working of the confectioner’s ma- 
chinery caused the doctor no harm until, some eight years later, he built a 
consulting room at the end of his garden, right against the confectioner’s 
premises. Then it was found that noise and vibrations caused by the machinery 
disturbed the doctor in his work. The doctor then brought an action and 
succeeded in securing an injunction preventing the confectioner from using 
his machinery. What the courts had, in fact, to decide was whether the 
doctor had the right to impose additional costs on the confectioner through 
compelling him to install new machinery, or move to a new location, or 
whether the confectioner had the right to impose additional costs on the doc- 
tor through compelling him to do his consulting somewhere else on his 
premises or at another location.®°* What this example shows is that there is no 
analytical difference between the right to use a resource without direct harm 
to others and the right to conduct operations in such a way as to produce 
direct harm to others. In each case something is denied to others: in one case, 
use of a resource; in the other, use of a mode of operation.** This example also 
brings out the reciprocal nature of the relationship which tends to be ignored 
by economists who, following Pigou, approach the problem in terms of a dif- 
ference between private and social products but fail to make clear that the 
suppression of the harm which A inflicts on B inevitably inflicts harm on A. 
The problem is to avoid the more serious harm. This aspect is clearly brought 
out in Sturges v. Bridgman, and the case would not have been different in 
essentials if the doctor’s complaint had been about smoke pollution rather 
than noise and vibrations. 

Once the legal rights of the parties are established, negotiation is possible to 


11 Ch. D. 852 (1879). 


™ Another possibility is that the doctor or confectioner might abandon his activity al- 
together. 


™ In the case of Sturges v. Bridgman, the situation would not have been analytically dif- 
ferent had the dispute concerned the ownership of a piece of land lying between the two 
premises on which either the doctor could have installed his laboratory or the confectioner 
could have installed his machinery. 
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modify the arrangements envisaged in the legal ruling, if the likelihood of 
being able to do so makes it worthwhile to incur the costs involved in negotia- 
tion. The doctor would be willing to waive his right if the confectioner would 
pay him a sum of money greater than the additional costs he would have in- 
curred in carrying out his consulting at another location (which we will 
assume to be $200). The confectioner would be willing to pay up to an amount 
slightly less than the additional costs imposed on him by the decision of the 
court in order to induce the doctor to waive his rights (which we will assume 
to be $100). With the figures given, the doctor would not accept less than 
$200, and the confectioner would not pay more than $i00, and the doctor 
would not waive his right. But consider the situation if the confectioner had 
won the case (as well he might). In these circumstances the confectioner 
would be willing to waive his right if he could obtain more than $100, and the 
doctor would be willing to pay slightly less than $200 to induce the confec- 
tioner to do so. Thus it should be possible to strike a bargain which would 
result in the confectioner’s waiving his right. This hypothetical example shows 
that the delimitation of rights is an essential prelude to market transactions; 
but the ‘ultimate result (which maximizes the value of production) is inde- 
pendent of the legal decision.®* 

What this analysis demonstrates, so far as the radio industry is concerned, 
is that there is no analytical difference between the problem of interference be- 
tween operators on a single frequency and that of interference between opera- 
tors on adjacent frequencies. The latter problem, like the former, can be solved 
by delimiting the rights of operators to transmit signals which interfere, or 
might potentially interfere, with those of others. Once this is done, it can be 
left to market transactions to bring an optimum utilization of rights. It is 
sometimes implied that the aim of regulation in the radio industry should be 
to minimize interference. But this would be wrong. The aim should be to maxi- 
mize output. All property rights interfere with the ability of people to use 
resources. What has to be insured is that the gain from interference more than 
offsets the harm it produces. There is no reason to suppose that the optimum 
situation is one in which there is no interference. In general, as the distance 


™ Tt is, of course, true that the distribution of wealth as between the doctor and the con- 
fectioner was affected by the decision, which is why questions of equity bulk so largely in 
such cases. Indeed, if the efficiency with which the economic system worked was completely 
independent of the legal position, this would be all that mattered. But this is not so. First 
of all, the law may be such as to make certain desirable market transactions impossible. 
This is, indeed, my chief criticism of the present American law of radio communication. 
Second, it may impose costly and time-consuming procedures. Third, the legal delimitation 
of rights provides the starting point for the rearrangement of rights through market trans- 
actions. Such transactions are not costless, with a result that the initial delimitation of 
rights may be maintained even though some other would be more efficient. Or, even if the 
original position is modified, the most efficient delimitation of rights may not be attained. 
Finally, a waste of resources may occur when the criteria used by the courts to delimit 
rights result in resources being employed solely to establish a claim. 
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from a radio station increases, it becomes more and more difficult to receive 
its signals. At some point, people will decide that it is not worthwhile to incur 
costs involved in receiving the station’s signals. A local station operating on 
the same frequency might be easily received by these same people. But if this 
station operated simultaneously with the first one, people living in some region 
intermediate between the stations may be unable to receive signals from 
either station. These people would be better off if either station stopped oper- 
ating and there was no interference; but then those living in the neighbor- 
hood of one of these other stations would suffer. It is not clear that the solu- 
tion in which there is no interference is necessarily preferable. 

In some circumstances it has been suggested that cost considerations may 
lead to a minimizing of interference. Thus it has been said of mobile radio: 


Dollar discipline is a very effective force which prevents unwarranted overdesign 
of land mobile communications system. Vehicular communication is a business tool 
and like any other tool, the return on investment suffers if excessive overcapacity is 
provided. Experience has shown that land mobile station licensees are not willing to 
pay for equipment to provide coverage significantly in excess of their requirements. 
This attitude serves to effectively reduce adjacent area, co-channel interference to a 
minimum.®® 


But cost considerations alone cannot always be relied upon to bring about 
such happy results. The reduction of interference on adjacent frequencies may 
require costly improvements in equipment, and operators on one frequency 
could hardly be expected to incur such costs for the benefit of others if the 
rights of those operating on adjacent frequencies have not been determined. 
The institution of private property plus the pricing system would resolve these 
conflicts. The operator whose signals were interfered with, if he had the right 
to stop such interference, would be willing to forego this right if he were paid 
more than the amount by which the value of his service was decreased by this 
interference or the costs which he would have to incur to offset it. The other 
operator would be willing to pay, in order to be allowed to interfere, an 
amount up to the costs of suppressing the interference or the decrease in the 
value of the service he could provide if unable to use his transmitter in a 
way which resulted in interference. Or, alternatively, if this operator had the 
right to cause interference, he would be willing to desist if he were paid more 
than the costs of suppressing the interference or the decrease in the value of 
the service he could provide if interference were barred. And the operator 
whose signals were interfered with would be willing to pay to stop this inter- 
ference an amount up to the decrease in the value of his service which it 
causes or the costs he has to incur to offset the interference. Either way, the 


® Testimony of Motorola Inc., Statutory Inquiry into the Allocation of Frequencies to 
the Various Non-Government Services in the Radio Spectrum between 25 mc and 890 mc, 
FCC Docket No. 11997, March 30, 1959, at p. 29, 


THE FEDERAL COMMUNICATIONS COMMISSION 29 


result would be the same. It is the problem of the confectioner’s noise and 
vibrations all over again. 

The fact that actions might have harmful effects on others has been shown 
to be no obstacle to the introduction of property rights. But it was possible to 
reach this unequivocal result because the conflicts of interest were between 
individuals. When large numbers of people are involved, the argument for the 
institution of property rights is weakened and that for general regulations be- 
comes stronger. The example commonly given by economists, again following 
Pigou, of a situation which calls for such regulation is that created by smoke 
pollution. Of course, if there were only one source of smoke and only one 
person were harmed, no new complication would be involved; it would not 
differ from the vibration case discussed earlier. But if many people are 
harmed and there are several sources of pollution, it is more difficult to reach 
a satisfactory solution through the market. When the transfer of rights has to 
come about as a result of market transactions carried out between large num- 
bers of people or organizations acting jointly, the process of negotiation may 
be so difficult and time-consuming as to make such transfers a practical im- 
possibility. Even the enforcement of rights through the courts may not be 
easy. It may be costly to discover who it is that is causing the trouble. And, 
when it is not in the interest of any single person or organization to bring 
suit, the problems involved in arranging joint actions represent a further 
obstacle. As a practical matter, the market may become too costly to operate. 

In these circumstances it may be preferable to impose special regulations 
(whether embodied in a statute or brought about as a result of the rulings of 
an administrative agency). Such regulations state what people must or must 
not do. When this is done, the law directly determines the location of eco- 
nomic activities, methods of production, and so on. Thus the problem of 
smoke pollution may be dealt with by regulations which specify the kind of 
heating and power equipment which can be used in houses and factories or 
which confine manufacturing establishments to certain districts by zoning 
arrangements. The aim of such regulation should not, of course, be to elimi- 
nate smoke pollution but to bring about the optimum amount of smoke pollu- 
tion. The gains from reducing it have to be matched with the loss in produc- 
tion due to the restrictions in choice of methods of production, etc. The con- 
ditions which make such regulation desirable do not change the nature of the 
problem. And, in principle, the solution to be sought is that which would have 
been achieved if the institution of private property and the pricing mechanism 
were working well. Of course, as the making of such special regulations is 
dependent on the political organization, the regulatory process will suffer 
from the disadvantages mentioned in the previous section. But this merely 
means that, before turning to special regulations, one should tolerate a worse 
functioning market than would otherwise be the case. It does not mean that 
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there should be no such regulation. Nor should it be thought that, because 
some rights are determined by regulation, there cannot be others which can 
be modified by contract. That zoning and other regulations apply to houses 
does not mean that there should not be private property in houses. Business- 
men usually find themselves both subject to regulation and possessed of rights 
which may be transferred or modified by contracts with others. 

There is no reason why users of radio frequencies should not be in the 
same position as other businessmen. There would not appear, for example, to 
be any need to regulate the relations between users of the same frequency. 
Once the rights of potential users have been determined initially, the rear- 
rangement of rights could be left to the market. The simplest way of doing 
this would undoubtedly be to dispose of the use of a frequency to the highest 
bidder, thus leaving the subdivision of the use of the frequency to subsequent 
market transactions. Nor is it clear that the relations between users of adja- 
cent frequencies will necessarily call for special regulation. It may well be 
that several people would normally be involved in a single transaction if con- 
flicts of interests between users of adjacent frequencies are to be settled 
through the market. But, though an increase in the number of people involved 
increases the cost of carrying out a transaction, we know from experience 
that it is quite practicable to have market transactions which involve a mul- 
tiplicity of parties. Whether the number of parties normally involved in 
transactions involving users of adjacent frequencies would be unduly large 
and call for special regulation, only experience could show. Some special regu- 
lation would certainly be required. For example, some types of medical equip- 
ment can apparently be operated in such a way as to cause interference on 
many frequencies and over long distances. In such a case, a regulation limit- 
ing the power of the equipment and requiring shielding would probably be de- 
sirable. It is also true that the need for wide bands of frequencies for certain 
purposes may require the exercise of the power of eminent domain; but this 
does not raise a problem different from that encountered in other fields. It is 
easy to embrace the idea that the interconnections between the ways in which 
frequencies are used raise special problems not found elsewhere or, at least, 
not to the same degree. But this view is not likely to survive the study of a 
book on the law of torts or on the law of property in which will be found set 
out the many (and often extraordinary) ways in which one person’s actions 
can affect the use which others can make of their property. 

If the problems faced in the broadcasting industry are not out of the ordi- 
nary, it may be asked why was not the usual solution (a mixture of transfer- 
able rights plus regulation) adopted for this industry? There can be little 
doubt that, left to themselves, the courts would have solved the problems of 
the radio industry in much the same way as they had solved similar problems 
in other industries. In the early discussions of radio law an attempt was made 
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to bring the‘problems within the main corpus of existing law. The problem of 
radio interference was examined by analogy with electric-wire interference, 
water rights, trade marks, noise nuisances, the problem of acquiring title to 
ice from public ponds, and so on. It was, for example, pointed out that a 
“receiving set is merely a device for decoying to the human ear signals which 
otherwise would not reach it,” and an analogy was drawn with a case in 
which one man had maintained a decoy for wild ducks but another on neigh- 
boring land had frightened the ducks away by shooting, so that they avoided 
the decoy. Some of the analogies were no doubt fanciful, but most of them 
presented essentially the same problem as that posed by radio interference. 
And when the problem came before the courts, there seems to have been little 
difficulty in reaching a decision.®°* No doubt, in time, statutes prescribing 
some special regulation would also have been required. But this line of devel- 
opment was stopped by the passage of the 1927 Act, which established a com- 
plete regulatory system.°* 

Support for the 1927 Act came, in part, from a belief that no other solution 
was possible, and, as we have seen, the rationale which has developed since 
certainly largely reflects this view. But some of those who favored govern- 
ment regulation in the early 1920’s did so in order to prevent the establish- 
ment of property rights in frequencies. Their reasons for wanting government 
regulation were vividly expressed by Mr. Walter S. Rogers: 


There is no question that certain private radio companies believe that by something 
analogous to what we call “Squatters’ Rights” they can secure an actual out-and-out 
ownership of the right to use wave lengths, and they do not want to get the right 
to use wave lengths through a license from any government or as a result of any inter- 
national agreement. They want to hold completely the right to the use of wave lengths 
which they employ in their services. In a certain sense the development of radio has 
opened up a new domain comparable to the discovery of a hitherto unknown conti- 
nent. No one can foresee with certitude the possible development of the transmission 
of energy through space. Really great stakes are being gambled for. And private inter- 


See S. Davis, The Law of Radio Communication (1927), particularly Chapter VII, 
“Conflicting Rights in Reception and Transmission.” Articles dealing with this question are: 
Rowley, Problems in the Law of Radio Communication, 1 U. of Cinc. L. Rev. 1 (1927); 
Taugher, The Law of Radio Communication with Particular Reference to a Property 
Right in a Radio Wave Length, 12 Marq. L. Rev. 179, 299 (1928); Dyer, Radio Inter- 
ference as a Tort, 17 St. Louis L. Rev. 125 (1932). In the case of Tribune Co. v. Oak Leaves 
Broadcasting Station (Cir. Ct., Cook County, Illinois, 1926), reproduced in 68 Cong. Rec. 
216 (1926), it was held that the operator of an existing station had a sufficient property 
right, acquired by priority, to enjoin a newcomer from using a frequency so as to cause any 
material interference. 


* Although attempts were made to assert property rights in frequencies after the estab- 
lishment of the Federal Radio Commission, such claims were not sustained. See Warner, 
op. cit. supra note 1, at 543. 
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ests are trying to obtain control of wave lengths and establish private property claims 
to them precisely as though a new continent were opened up to them and they were 
securing great tracts of land in outright ownership.°® 


Similar views were held in Congress. Mr. Harry P. Warner has explained that, 
during the period before the 1927 Act, 


the gravest fears were expressed by legislators, and those generally charged with the 
administration of communications . . . that government regulation of an effective sort 
might be permanently prevented through the accrual of property rights in licenses or 
means of access, and that thus franchises of the value of millions of dollars might be 
established for all time.5® 


It may be that in some cases these views reflected a dislike of the institution 
of private property as such, but in the main what seems to have been feared 
is that private persons and organizations might establish property rights in 
frequencies without making any payment for appropriating what was called 
“the last of the public domain.” The view that property rights in frequencies 
should be acquired in an orderly fashion and that those acquiring these rights 
should be required to pay for them is clearly one which commands respect. 
But this is not what happened as a result of the 1927 Act. In fact, government 
regulation brought about the very results which some of its supporters had 
sought to avoid. Because no charge has been made for the use of frequencies, 
franchises worth millions of dollars have been created, have been bought and 
sold, and have served to enrich those to whom they were first granted. Inter- 
twined with the dislike of property rights acquired by priority of use was the 
fear that monopolies might be established. But, as we have seen (although in 
discussions of broadcasting policy it is often overlooked), it is not necessary 
to abolish the institution of private property in order to control the growth of 
monopolies. 

When we contemplate the simple misunderstandings which are rife in dis- 
cussions of government policy toward the radio industry, it is difficult to resist 
the conclusion that one factor that has helped to bring this about is termino- 
logical in character.® I have spoken, following the normal usage, of the allo- 
cation of frequencies (or the use of frequencies) and of the establishment of 
property rights in frequencies (or the use of frequencies). But this way of 
speaking is liable to mislead. Every regular wave motion may be described as 
a frequency. The various musical notes correspond to fréquencies in sound 


® Rogers, Air as a Raw Material, 112 Annals 251, 254 (1924). Mr. Rogers was adviser to 
the American Delegation to the Peace Conference in Paris, 1919. Compare Childs, Prob- 
lems in the Radio Industry, 14 Am. Econ. Rev., 520 (1924). 


™ Warner, op. cit. supra note 1, at 540. 


In the development of my ideas on this subject, I was greatly helped by an article by 
Segal and Warner, “Ownership” of Broadcasting “Frequencies”: A Review, 19 Rocky Mt. 
L. Rev. 111 (1947). 
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waves; the various colors correspond to frequencies in light waves. But it has 
not been thought necessary to allocate to different persons or to create prop- 
erty rights in the notes of the musical scale or the colors of the rainbow. To 
handle the problem arising because one person’s use of a sound or light wave 
may have effects on others, we establish the rights which people have to make 
sounds which others may hear or to do things which others may see. 

Clarity of thought is even more difficult to achieve when we speak not of 
ownership of frequencies but of ownership of the ether, the medium through 
which the wave travels. Mr. James G. McCain has argued that the “radio 
wave [should] be clearly distinguished from the medium through which it is 
transmitted. Metaphorically, it is the difference between a train and a tunnel.” 
His reason for making this distinction is that it affords the “most satisfactory” 
basis for holding radio communication to be interstate commerce. His argu- 
ment, briefly, is that the ether by reason of its omnipresence and the use to 
which it is devoted constitutes a natural channel for interstate commerce, 
thus making federal regulation of radio communication constitutional under 
the commerce clause.*! The Senate once declared the ether or its use to be 
“the inalienable possession” of the United States, and today all those to whom 
radio or television licenses are granted have to sign a waiver of any right not 
only to the use of a frequency but also to the use of the ether. This attempt 
to nationalize the ether has not been without its critics. There is some doubt 
whether the ether exists. Certainly, its properties correspond exactly to those 
of something which does not exist, a tunnel without any edges. And Mr. 
Stephen Davis has remarked: “Whoever claims ownership of a thing or sub- 
stance may very properly be required to prove existence before discussing 
title.’”®? 

What does not seem to have been understood is that what is being allocated 
by the Federal Communications Commission, or, if there were a market, what 
would be sold, is the right to use a piece of equipment to transmit signals in a 
particular way. Once the question is looked at in this way, it is unnecessary 
to think in terms of ownership of frequencies or the ether. Earlier we discussed 
a case in which it had to be decided whether a confectioner had the right to 

* McCain, The Medium through which the Radio Wave Is Transmitted as a Natural 
Channel of Interstate Commerce, 11 Air L. Rev. 144 (1940). The grounds on which radio 
communication has been held to be interstate commerce are not those advanced by Mr. 
McCain. As he explains, the reasons given by the courts for holding radio communication to 
be interstate commerce are that radio waves cross state lines (even though the communica- 
tion is intrastate) and potentially interfere with interstate communication. The advantage 
of Mr. McCain’s approach would appear to be that it would allow federal regulation of 
intrastate communication which interferes with no one. Other articles dealing with this 
question are: Fletcher, The Interstate Character of Radio Broadcasting: An Opinion, 11 


Air L. Rev. 345 (1940), and Kennedy, Radio and the Commerce Clause, 3 Air. L. Rev. 
16 (1932). 


* Davis, op. cit. supra note 56, at 15. See also the article by Segal and Warner, op. cit 
supra note 60, at 112-14. 








34 THE JOURNAL OF LAW AND ECONOMICS 


use machinery which caused noise and vibrations in a neighboring house. It 
would not have facilitated our analysis of the case if it had been discussed in 
terms of who owned sound waves or vibrations or the medium (whatever it is) 
through which sound waves or vibrations travel. Yet this is essentially what 
is done in the radio industry. The reason why this way of thinking has become 
so dominant in discussions of radio law is that it seems to have developed by 
using the analogy of the law of airspace. In fact, the law of radio and tele- 
vision has commonly been treated as part of the law of the air.® It is not 
suggested that this approach need lead to the wrong answers, but it tends to 
obscure the question that is being decided. Thus, whether we have the right 
to shoot over another man’s land has been thought of as depending on who 
owns the airspace over the land.** It would be simpler to discuss what we 
should be allowed to do with a gun. As we saw earlier, we cannot shoot a gun 
even on our own land when the effect is to frighten ducks that a neighbor is 
engaged in decoying. And we all know that there are many other restrictions 
on the uses of a gun. The problem confronting the radio industry is that sig- 
nals transmitted by one person may interfere with those transmitted by an- 
other. It can be solved by delimiting the rights which various persons possess. 
How far this delimitation of rights should come about as a result of a strict 
regulation and how far as a result of transactions on the market is a question 
that can be answered only on the basis of practical experience. But there is 
good reason to believe that the present system, which relies exclusively on 
regulation and in which private property and the pricing system play no part, 
is not the best solution. 

In definining property rights, it would be necessary to take into account 
the existence of international agreements on the use of radio frequencies.® 
Such agreements do not, of course, prevent bidding by individuals and firms 
for the facilities which have been allocated to the United States. But, to the 
extent that the ways in which frequencies can be used are specified in the 
agreements, the transfer and recombination of rights through the market are 
restricted. However, the reservation contained in the present agreements by 
which frequencies can be used “in derogation of the table of frequency allo- 


* See, e.g., Jome, Property in the Air as Affected by the Airplane and the Radio, 4 J. 
Land Pub. Util. Econ. 257 (1928). The Air Law Review dealt with radio law and aviation 
law. And lawbooks, for example, Manion, Law of the Air (1950), are often organized in 
the same way. 


“See Ball, The Vertical Extent of Ownership in Land, 76 U. Pa. L. Rev. 631 (1928) ; 
Niles, The Present Status of the Ownership of Airspace, 5 Air L. Rev. 132 (1934); and 
W. L. Prosser, Law of Torts 85 (1941). 


® For a detailed discussion of international agreements on the use of radio frequencies, see 
G. A. Codding, Jr., The International Telecommunication Union (1952), and an article by 
the same author, The International Law of Radio, 14 Fed. Com. B.J. 85 (1955). 
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cations” when this does not cause harmful interference to stations in foreign 
countries operating in conformity with the table would seem to permit con- 
siderable flexibility in the way frequencies are used. (There is no legal re- 
striction on military use of radio frequencies.)®* The aim of the United States 
government should be to secure the maximum freedom for countries to use 
radio frequencies as they wish. To read the intentions of a government from 
the proceedings of an international conference is obviously hazardous. But on 
the surface it is not clear that the United States government wished to secure 
this maximum of freedom. In the conference of 1947, the group of countries 
led by the United States “wanted to take the frequency requirements of all 
the countries of the world and fit them ‘by engineering principles’ into the 
available frequency spectrum.” The group led by the Soviet Union “wanted 
to use the old international frequency list as a point of departure, assigning 
frequencies on the basis of dates of notification.’’®* In effect, the Soviet Union 
seemed to want the establishment of international property rights based on 
priority. Since the Soviet Union had registered notifications of claim to large 
parts of the radio spectrum, it is probably true that the acceptance of their 
proposals would have given the Soviet Union advantages. But it also seems 
clear from the conference proceedings that the Soviet Union was unwilling to 
give the details required for an assessment of its needs and did not wish to 
be bound in its internal arrangements by the decisions of an international 
conference.** In the National Missile Conference held in Washington in May, 
1959, two scientists (British and American) called for “the creation of an 
international communications commission to administer and police future 
myriad uses of the electronics spectrum in space communications, overseas 
space television, weather reports and other activities.”®* If this international 
body is to be patterned after the the Federal Communications Commission, 
there are obvious dangers in this proposal. It would not be wise for the United 
States to press (possibly against Russian opposition) for the establishment of 
an international planning system which would make it difficult or impossible 
to operate a free-enterprise system in the United States. 


VI. THe PrEsENT PosITION 


The Federal Communications Commission has recently come into public 
prominence as a result of disclosures before the House Subcommittee on 
Legislative Oversight, concerning the extent to which pressure is brought to 
bear on the Commission by politicians and businessmen (who often use 


See Codding, The International Law of Radio, 14 Fed. Com. B.J. 85, 91-2, 97-8 (1955). 
* Id., at 94 n. 40. 


™ See Codding, The International Telecommunication Union 380 (1952). 
® Broadcasting, June 1, 1959, p. 79. 
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methods of dubious propriety) with a view to influencing its decisions.“° That 
this should be happening is hardly surprising. When rights, worth millions of 
dollars, are awarded to one businessman and denied to others, it is no wonder 
if some applicants become overanxious and attempt to use whatever influence 
they have (political and otherwise), particularly as they can never be sure 
what pressure the other applicants may be exerting. Some of the suggestions 
for improving the situation—for example, the enactment of a statutory code 
of ethics—may have merit in themselves. Others, such as the creation of 
administrative courts, may secure greater honesty at the expense of efficiency. 
But what needs to be emphasized is ‘iat the problem, so far as the Federal 
Communications Commission is concerned, iargely arises because of a failure 
to charge for the rights granted. If these rights were disposed of to the highest 
bidder, the main reason for these improper activities would disappear. In the 
panel discussion on the Administrative Process and Ethical Questions held 
by the Subcommittee, a similar point of view was expressed by Professor 
Clark Byse of the Harvard Law School: 


A TV license in some areas often is worth millions of dollars. The Administrative 
agency dispensing this bonanza operates under the broadest type of congressional 
direction. The agency is told to grant an application if public convenience, interest, 
or necessity will be served. It is true that the Commission has developed a number of 
criteria to govern its exercise of this broad grant of power. But the criteria are so 
general and numerous that it is often difficult to determine whether Commission action 
is the product of reasoned deliberation or of caprice. Would it not have been better 
if Congress had established some basic criteria concerning competence, diversification 
of mass communication media, and monopoly, and then had provided that the licenses 
should go to the highest bidder? There may be drawbacks to this suggestion in the 
TV area, and the device of automatic criteria perhaps cannot be widely adopted. But 
certainly the gual should be to limit discretion to the narrowest legitimate limits, par- 
ticularly when the legislation authorizes distribution of a bonanza or contemplates 
the substitution of an administrative decision for a decision which would otherwise 
be determined by the forces of competition.” 


See Hearings on Investigation of Regulatory Commissions and Agencies before the 
Special Subcommittee and Agencies before the Special Subcommittee on Legislative Over- 
sight of the House Committee on Interstate and Foreign Commerce, 85th Cong., 2d Sess. 
(1958). The Subcommittee was not simply concerned with the Federal Communications 
Commission but with the operations of all the independent regulatory commissions. The 
publicity received and the emphasis on improper personal conduct in the hearings was due 
to the activities of Dr. Bernard Schwartz, chief counsel of the Subcommittee, who exerted 
himself with a zeal which went beyond the call of duty and whose services with the Sub- 
committee were finally terminated. See B. Schwartz, The Professor and the Commissions 
(1959). 


™See the panel discussion by representatives of law schools, of the government, and of 
the bar, in Hearings, op. cit. supra note 70, at 166—67. A similar point was raised by Professor 
Arthur S. Miller of Emory University Law School. Id., at 172. 
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At the present time the idea of using the pricing mechanism in the radio 
industry is coldly received, and it is not surprising that Professor Byse’s sug- 
gestion was not taken up in the report of the Subcommittee. In part, this 
hostile attitude is a reflection of the misunderstandings which have been dis- 
cussed in previous sections ;** but there is more to it than that. When Professor 
Smythe had completed his economic case against using the pricing system (in 
the article discussed earlier), he introduced an argument of a quite different 
character. He said that a 


second broad postulate which seems to underlie proposals such as that advanced [by 
Mr. Herzel] is politico-economic in nature: that the public weal will be served if 
broadcasting, like grocery stores, uses the conventional business organization, subject 
only to general legal restraints on its profit-seeking activity. This postulate carries 
with it, usually, the parallel assumption that the educational and cultural responsi- 
bilities of broadcast station operators ought to be no more substantial at the most 
than those of the operators of the newspapers and magazines. .. . 

... [D]espite the extensive use made of these two assumptions by business organ- 
izations for propaganda purposes, there is a powerful tradition in the United States 
that the economic, educational and cultural rights and responsibilities of broadcasting 
are unique.?3 


Professor Smythe’s position would seem to be that broadcasting plays (or 
should play) a more important role, educationally and culturally, than news- 
papers and magazines (and, I assume he would add, books) and that, there- 
fore, there ought to be stricter governmental regulation of what is broadcast 
than of what is printed. It is possible to dispute both parts of this argument. 
But Professor Smythe is right to claim that this view (or something like it) 
has been long and firmly held by most of those concerned with broadcasting 
policy in the United States. Thus Mr. Hoover in 1924 said: 


Radio communication is not to be considered as merely a business carried on for 
private gain, for private advertisement, or for entertainment of the curious. It is a 
public concern impressed with the public trust and to be considered primarily from 
the standpoint of public interest in the same extent and upon the basis of the same 
general principles as our other public utilities.74 


. And the present chairman of the Federal Communications Commission, Mr. 
John C. Doerfer, in 1959, said that regulation of programing 


During the Hearings Representative Moulder asked Professor Byse whether his pro- 
posal would not lead the Commission to “award the license not to the most competent, 
but to the one who has the most money ?” Id., at 186. 


Smythe, Facing Facts about the Broadcast Business, 20 U. of Chi. L. Rev. 96, 104 
(1952). See note 32 supra. 


™ Hearings on H.R. 7357, To Regulate Radio Communication, before the House Com- 
mitte on the Merchant Marine and Fisheries, 68th Cong., Ist Sess. 10 (1924). 
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stems from the potential power inherent in broadcasting to influence the minds of men 
and the concomitant scarcity of the available frequencies. .. . The conjunction .. . 
of potentially great persuasive powers and the insufficiency of desirable spectrum 
space, has been the mainspring of all actions: legislative, administrative or court, 
which has qualified those freedoms generally enjoyed by the journalist, the artist and 
the minister.75 


If the aim of government regulation of broadcasting is to influence pro- 
graming, it is irrelevant to discuss whether regulation is necessitated by the 
technology of the industry. The question does, of course, arise as to whether 
such regulation is compatible with the doctrine of freedom of speech and of 
the press. In general, this is not a question which has disturbed those who 
wished to see the Federal Communications Commission control programing, 
largely because they thought a clear distinction could be drawn between 
broadcasting and the publication of newspapers, periodicals, and books (for 
which few would advocate similar regulation).** Thus, in a comment on the 
Mayflower doctrine, we read: 


. radio is unique. It involves a medium which, while quantitatively limited, has 
almost infinite capacities as a means for mass communication of ideas, and which is 
essentially unthinkable as a subject of any but public ownership. To draw an analogy 
to freedom of the individual or of the press is fruitless in this area.77 


The Supreme Court made the distinction between broadcasting and the pub- 
lication of newspapers rest on the fact that a resource used in broadcasting is 
limited in amount and scarce. But, as we have seen, this argument is invalid. 
Another common argument is that, since broadcasters are making use of pub- 
lic property, the government has a right to see that such public resources are 
used “in the public interest.” “Radio is a public domain to which licensees 
have only conditional and temporary access. Its ‘landlord’ is the public. Li- 
censees are ‘tenant farmers’. The public’s ‘factor’ is the FCC.”** This would 
seem to give the government the right to influence what is printed in news- 
papers, periodicals, and books if one of the resources used were public prop- 
erty or subject to government allocation. Mr. Justin Miller, the president of 
the National Association of Broadcasters, in evidence to a Senate subcom- 


™ Address by John C. Doerfer at Chicago before the National Association of Broad- 
casters (March 17, 1959). 


There have been some who interpret the doctrine of freedom of speech and of the 
press not as an absolute prohibition of certain types of government action but as being 
“permissive and . .. subject (under due proces of law) to forfeiture,” if it results in “serious 
damage to some aspect of the public interest” (Siepmann, op. cit. supra note 30, at 231). 
The establishment of a Federal Press Commission with powers similar to those of the 
Federal Communications Commission would presumably be compatible with this inter- 
pretation of the meaning of freedom of speech and of the press. 


™ Radio Editorials and the Mayflower Doctrine, 48 Col. L. Rev. 785, 788 (1948). 
™ Siepmann, op. cit. supra note 30, at 222. 


THE FEDERAL COMMUNICATIONS COMMISSION 39 


mittee in 1947, pointed out that government regulation of what a newspaper 
could print would be held unconstitutional. But broadcasting also came within 
the protection of the First Amendment, and therefore, he argued, regulation 
designed to influence the programing of broadcasting stations was unconstitu- 
tional. The senators seem to have been completely unconvinced by Mr. 
Miller’s arguments. Senator McFarland said: 


.. . there is a difference between the press and the radio. You can compare them 
but you cannot assume they are alike. You are granting frequencies in the radio field. 
Once a license is granted, it is worth a lot of money. That is not true with the press 
at all. That is where you people get off base, in my opinion. 


And Senator White said: 


I just do not get at all the idea that there is a complete analogy between a broad- 
cast license, which comes from the Government and is an exercise of power by Gov- 
ernment, and the right of anybody to start a newspaper, anybody who wants to, with- 
out any let or permission or hindrance from the Government. .. . [I]t is pretty difficult 
for me to see how a regulatory body can say that a licensee is or is not rendering a 
public service if it may not take a look and take into account the character of the 
program being broadcast by that licensee.”® 


These comments point clearly to the misunderstanding involved in this de- 
fense of the present system. The argument moves from the existence of public 
property in frequencies to the assertion of the right which this gives to influ- 
ence programing. But, as we have seen, there is no reason why there should 
not be private property in frequencies.*® If regulation of programing is de- 
sirable, it has to be advocated on its own merits; it cannot be justified simply 
as a by-product of particular economic arrangements. To say that resources 


™ Hearings on S. 1333, to Amend the Communications Act of 1934, before the Senate 
Committee on Interstate and Foreign Commerce, 80th Cong., 1st Sess. 120, 123 (1947). Mr. 
Miller’s statement will also be found in National Association of Broadcasters, Broadcasting 
and the Bill of Rights 1-35 (1947). This interchange between Mr. Miller and the Senators is 
discussed in Regulation of Broadcasting: Half a Century of Government Regulation of 
Broadcasting and the Need for Further Legislative Action, a study by Mr. Robert S. 
McMahon, for the House Subcommittee on Legislative Oversight, 85th Cong., 2d Sess. 
(1958). 

“It was a weakness of Mr. Miller’s presentation that he accepted the need for govern- 
ment allocation of frequencies and apparently was unaware of the possibility of disposing 
of frequencies by using the pricing mechanism. Mr. Miller attempted to bring the Senators 
to see the validity of his analogy between broadcasting and the publication of newspapers, 
so far as the First Amendment was concerned, by citing a hypothetical example. He said 
that there was a shortage of newsprint and that “some of these days we may have a govern- 
ment agency authorized to make allotments of newsprint. . . . Would it be proper, under 
such circumstances, for such a government body to impose the sort of abridgments upon 
freedom of the press that are now imposed on radio broadcasting? The question would seem 
to answer itself.” But if the government allocated newsprint to users without charge, there 
can be little doubt that it would take into account what the newsprint was being used to 
produce. The obvious way to avoid the government’s doing this would be to sell the news- 
print at a price which equated demand to supply. 
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should be used in the public interest does not settle the issue. Since it is 
generally agreed that the use of private property and the pricing system is in 
the public interest in other fields, why should it not also be in broadcasting? 

Mr. William Howard Taft, who was Chief Justice of the Supreme Court 
during the critical formative period of the broadcasting industry, is reported 
to have said: “I have always dodged this radio question. I have refused to 
grant writs and have told the other justices that I hope to avoid passing on 
this subject as long as possible.” Pressed to explain why, he answered: 


. . . interpreting the law on this subject is something like trying to interpret the law 
of the occult. It seems like dealing with something supernatural. I want to put it off 
as long as possible in the hope that it becomes more understandable before the court 
passes on the questions involved.5! 


It was indeed in the shadows cast by a mysterious technology that our views 
on broadcasting policy were formed. It has been the burden of this article to 
show that the problems posed by the broadcasting industry do not call for 
any fundamental changes in the legal and economic arrangements which serve 
other industries. But the belief that broadcasting industry is unique and 
requires regulation of a kind which would be unthinkable in the other media 
of communication is now so firmly held as perhaps to be beyond the reach of 
critical examination. The history of regulation in the broadcasting industry 
demonstrates the crucial importance of events in the early days of a new 
development in determining long-run governmental policy. It also suggests 
that lawyers and economists should not be so overwhelmed by the emergence 
of new technologies as to change the existing legal and economic system 
without first making quite certain that this is required. 


*C. C. Dill, Radio Law 1-2 (1938). Mr. Taft was Chief Justice of the Supreme Court 
from 1921 to 1930. So far as I can discover, the Supreme Court did not consider any 
radio case while Mr. Taft was Chief Justice. 


WATER LAW AND PRIVATE DECISION- 
MAKING: A CRITIQUE* 


J. W. MILLIMAN 
Indiana University 


ye rapid increase in water use in recent years and the prospect of further 
increase mean that water is rapidly losing its status as a “free” good (in humid 
regions) or even a “cheap” good (in arid regions). There is little likelihood, 
however, of an actual physical shortage of water. The major economic prob- 
lems are how to best use presently developed supplies and when to expand the 
supply as the demand for water increases. In order to allocate resources be- 
tween competing uses and users, two basic methods are available: centralized 
planning and private decision-making through the market process. The extent 
to which federal action in the field of water resources involves centralized 
planning has received considerable study. The role of state law in regard to 
the economic aspects of decision-making in the use of water supplies has re- 
ceived much less attention. 

Each state is permitted to adopt its own system of water law as long as cer- 
tain paramount federal powers are not affected. It is largely through these 
state laws that the rights of individuals and firms to develop and use water are 
determined. In buth eastern and western states the increasing use of water is 
forcing reconsideration and modification of state water law. It seems desirable, 
therefore, to review state water doctrine from the standpoint of its effects upon 
the allocation process, particularly in regard to the question of centralized 
versus private decision-making. The basic thesis of this paper is that a system 
of water law should place strong emphasis upon the institutions of private 
property and the market process for the efficient allocation of water resources 
as contrasted with centralized planning based upon administrative and judicial 
judgment. 


I. Tue Basic DoctTrRINEs 


The subject of water rights in the United States is extremely complex be- 
cause water law varies a great deal from state to state. As a result it is difficult 
to summarize or generalize without finding exceptions or contradictions for 
special circumstances. At least part of this difficulty stems from the fact that 
the hydrologic cycle is not completely understood. In addition, many features 


* The author wishes to acknowledge the helpful criticism of J. De Haven, of the Rand 
Corporation; V. Ruttan, of Purdue University; and J. Hirshleifer, of the University of Chi- 
cago on an earlier draft. 
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of water law were developed before hydrologists were able to supply reason- 
ably correct classifications. This means that legal distinctions often do not 
correspond with the physical and hydrologic relationships. 

Many difficulties in water law arise from the fugitive and fleeting nature of 
water resources which creates problems of commonality of use and the need 
for more precise definitions of water rights. Another source of confusion is 
that there have been two contrasting doctrines of water law. In the western 
states the primary basis of water law is the doctrine of appropriation. On the 
other hand, eastern states have traditionally used the riparian doctrine of 
water law. Both of these doctrines are subject to a number of variations and 
exceptions. 

A water right is generally treated as real property. It is usually considered 
to be a usufructuary right, i.e., a right to make use of the water but not a 
right to the corpus or physical possession of the water, as long as the water is 
flowing in a natural watercourse. Once the water is diverted from the water- 
course, it may be reduced to physical possession by artificial means and may 
be considered to be the personal property of the owner, particularly under the 
doctrine of appropriation. Rights to use waters in navigable streams are com- 
monly usufructuary because of federal powers to control navigation and use of 
rivers as public highways. It is difficult, however, to maintain a precise dis- 
tinction between usufructuary use and consumptive use. Virtually any use 
that involves the handling of water will either reduce its quantity or its qual- 
ity and so is consumptive to some degree. 

The riparian doctrine is based upon the premise that the owner of land 
bordering a stream or lake has the right to take water for use on his land. The 
right to use the water exists solely because of the relation of the land to the 
water and resides in the ownership of the land. The first riparian users? ac- 
quires no priority over those who make use of the stream at a later date; the 
rights of upstream and downstream riparian users are viewed as being co- 
equal." 

In its original formulation the riparian doctrine held that upstream riparians 
could divert water only for “natural” purposes (e.g., domestic uses and water- 
ing of livestock) but that any substantial withdrawal from the stream or re- 
duction of the “natural flow” was a violation of rights of other riparians. 
This provision or interpretation has proved unduly restrictive so the doctrine 
has been modified in most states to permit the use of riparian waters for “arti- 
ficial” purposes, e.g., irrigation and other commercial uses. The withdrawal, 
in each case, however, must be “reasonable” with respect to the requirements 
of the other riparians. 


* The same riparian principles that cover surface waters are usually applied to ownership 
of land overlying an underground stream or the underflow of a surface stream. In these cases 
the riparian right arises out of the ownership of land overlying the watercourse. 
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The task of determining what constitutes reasonable use is usually left to 
the courts and depends primarily upon the judge and on the situation. It is 
important to note that determination of reasonableness is always subject to a 
redetermination at a later date with a change in circumsances. The uncertain- 
ty of the matter is increased by the fact that riparian rights are not generally 
considered to be lost by non-use. This means that existing riparian users may 
be required at any time to make way for a newly asserted right as long as the 
new use is “reasonable.” 

In the framework of a society which emphasizes the institutions of private 
property and the market system, the riparian system is somewhat incongruous. 
The doctrine of “reasonable” use is apparently the basis of the allocation 
process. The result is that a riparian right provides no guarantee to a definite 
quantity of water and thus loses most of its meaning as real property. This 
lack of quantification creates uncertainty for the individual holder and for all 
property owners along a given watercourse. The exchange or transfer of water 
rights between competing uses and users by the market process is severely 
hampered, and the allocation of water between alternative users is accom- 
plished in the main by judicial judgment. Although the courts may be well 
qualified to decide matters of equity, it does not follow that they are equally 
qualified to determine questions of the relative economic productivity of 
competing uses for a given supply of water. Probably the major reason why 
the riparian doctrine of “reasonable” use has not had serious effects is that its 
use has been confined mainly to areas and situations where the supply of 
water has been large in relation to the demands for water so that matters of 
equity have taken precedence over matters of efficiency. As the demand for 
water increases in future years, the question of efficient allocation of water 
resources will become crucial, and the efficacy of judicial decision-making in 
this regard may become acute. 

In contrast, the doctrine of appropriation gives no preference to the use of 
water by adjacent landowners. Under this doctrine the water right is acquired 
by use, and the earliest water right on a given watercourse has preference over 
later users, i.e., “first in time means first in right.” This means that in times of 
shortage senior or older rights have precedence over junior or newer rights. 
Appropriative rights attach to specific quantities of water and very often to 
specific times, places, and methods of diversion. The right may be kept in 
good standing as long as use continues, but it may be lost by abandonment or 
forfeiture for non-use over a period of time. 

It is common for state law to stipulate that the highest use is “domestic and 
municipal”; second priority is usually accorded to irrigation; and commercial 
and industrial use is given third priority. In most states the priorities come 
into play in the original granting of appropriations. If there are several com- 
peting applications, the one with the higher ranking on the priority list will be 
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given the appropriative grant. Once the appropriation is granted, it becomes 
a right senior to subsequent appropriations regardless of statutory priority 
ranking. The only exception to this is in times of extreme drought conditions; 
the water is sometimes rationed according to priority listing regardless of the 
seniority of rights, provided compensation is paid to senior users deprived of 
water. 

The perpetual nature of the appropriative right plus the fact that it is 
clearly defined with respect to quantity and priority provide enough certainty 
and security so that it can be considered as real property and thus susceptible 
to economic allocation through the price system. In most states, however, 
important restrictions, which serve to hamper the market mechanism in its 
allocative function, are placed upon the transferability of appropriation rights. 

Both riparian and appropriative rights may be lost by prescription or taken 
by condemnation. The riparian doctrine is generally followed in the eastern 
states, although it is being subject to question, and some states are moving 
closer to appropriation doctrine.* Most western states follow the doctrine of 
appropriation, but the riparian doctrine has been explicitly repudiated in only 
eight of the seventeen western states.* This means that in some states both 
doctrines are concurrent and that confusion is not difficult to find. 

In general, the distinctions between appropriative and riparian water rights 
with regard to surface and underground watercourses are also applied to so- 
called percolating waters. Ground waters which are not part of a definite 
underground watercourse are often designated as percolating water. Hydrolo- 
gists have argued that the distinction between underground waters in definite 
channels and diffused or percolating waters is highly tenuous because nearly 
all ground water is percolating, i.e., moving by laminar flow as contrasted 
with the turbulent flow of most surface waters.’ 

In the eight states where the riparian doctrine has been explicitly repudi- 
ated, use of percolating water is governed by the doctrine of appropriation. In 
states where the riparian doctrine holds, even in part, the right to percolating 
water is subject to considerable variation in that three subdoctrines or versions 
may apply. 

Some states apply the English rule of absolute ownership which gives the 
overlying landowner an absolute right to pump and use the percolating water 

* The state of Mississippi adopted the Water Rights Act on April 6, 1956, and thus became 
the first of the thirty-one humid-area states to adopt the principle of appropriation. For 


further discussion of changes in eastern water law, see Ellis, Some Current and Proposed 
Water-Rights Legislation in the Eastern States, 41 Iowa L. Rev. 237 (1956). 


* The eight states which have abrogated the riparian doctrine are Idaho, Montana, Wy- 
oming, Colorado, Nevada, Utah, New Mexico, and Arizona. The remaining nine western 
states are California, Washington, Oregon, North Dakota, South Dakota, Nebraska, Kansas, 
Oklahoma, and Texas. 


* McLaughlin, Hydrologic Aspects of Ground Water Flow, 47 J. Am. Water Works Ass’n 
447 (1955). 
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without regard to quantity and without regard to the effects of the pumping 
upon the water table in adjacent lands. The divergence between private and 
social costs, in cases where the underground “percolating” waters are inter- 
dependent and common to adjacent lands, is obvious. Another source of con- 
flict arises when percolating waters, governed by the rule of absolute owner- 
ship, are sources of supply for surface or ground waters which are controlled 
by the law of appropriation. Apparently there is no legal basis for reconcilia- 
tion in such cases.® 

In many riparian jurisdictions the doctrine of absolute ownership has been 
replaced by the view that rights of the overlying land owner to percolating 
water must be held to “reasonable” use. The determination of reasonableness 
is primarily a judicial one and is always related to the demands of adjacent 
landowners to the common supply. 

A third version of riparian law for determining rights to percolating waters 
is the doctrine of correlative rights. It is often difficult to distinguish this doc- 
trine from that of “reasonable” use. All overlying owners are held to reason- 
able use, and their rights are viewed as being coequal. The law of correlative 
rights, which originated in California, provides that in cases of shortage or 
overdraft each taker shall be limited to his proportionate share. Assuming that 
the uses are reasonable, those pumpers with a larger historical record of use 
would receive a larger proportionate share or quota. There is no reason, how- 
ever, why the pro-ration could not be made upon the proportion of overlying 
land involved rather than upon the basis of previous use. 


II. EVALUATION OF WATER LAW 


It is evident that current water laws do not treat water rights as property 
capable of the economic treatment accorded to other types of property, such 
as land or mineral rights. To the extent that water rights are allowed to be- 
come real and personal property and to the extent that they are transferable, 
it would be possible to rely on the market and individual decision-making to 
allocate water resources to “their highest use.” The arguments for treating 
water rights in this fashion are the same as those justifying the market process 
and individual decision-making in the use of all of our resources, i.e., when 
they provide for maximum production and efficiency consistent with individ- 
ual freedom of choice. 

It is important to emphasize that the general logic of market exchange of 
water rights between competing uses and users does not mean that public 
needs for water rights and water supplies are to be denied. A market system 
can readily be used to satisfy public needs. For example, if certain water sup- 
plies are desired by a public body, the supplies could be obtained by an appro- 


* Hutchins and Steele, Basic Water Rights Doctrines and Their Implications for River 
Basin Development, 22 Law & Contemp. Prob. 276, 290 (1957). 
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priate purchase of water rights. What would be objectionable from the stand- 
point of promoting efficiency in water use would be the use of public power to 
pre-empt private property rights in water without compensation as can be 
done under water law in some states. If a market in water rights is established, 
public uses of water may be subject to scrutiny because of the value of the 
water in alternative uses may be more apparent. 

For those who wish to emphasize private decision-making, the only restric- 
tions which should be placed upon individual decision-making in the use of 
water resources are the same ones which govern the use of all other property. 
Just as certain limitations are imposed on the use of one’s own land when 
private use has important spillover effects on third parties, e.g., residential 
zoning or smoke-prevention laws, it may be desirable to place some restric- 
tions on the exercise of property rights in water. Spillover effects in the use of 
water might justify legislation restricting stream pollution or limiting pump- 
ing upstream which causes salt-water intrusion downstream. It may turn out 
that in many cases the spillover effects actually result from an incomplete 
definition of the water rights so that the problem may be viewed as one of 
vesting rights rather than of passing legal prohibitions. It is also important to 
emphasize that cases of third-party damage are often handled through court 
action requiring the payment of compensation to third parties. This course of 
action is probably more selective and often more flexible than blanket legal re- 
strictions. 

Another device which could be used to deal with a divergence between pri- 
vate and social costs would be the imposition of use taxes.* What this actually 
amounts to is the payment of compensation to third parties—in this case, to 
the public. In other words, there are a number of solutions or techniques, 
which are reasonably satisfactory, to deal with the problem of spillover effects 
on third parties in the use of water rights so that flagrant abuses can be pre- 
vented and yet not destroy the very important advantages of private property 
in water rights. This point is important because it is on the question of spill- 
over effects that many writers assert that private property is undesirable and 
that public ownership of water resources is to be preferred. 

To utilize the institutions of private property and the market system in 
regard to water rights, two basic qualities are necessary: (1) the water right 
must be clearly defined and have legal certainty, and (2) the right must be 
capable of being transferred between competing uses and users. Riparian and 
appropriation water law both possess serious deficiencies in regard to these 
qualities. With certain modifications, however, the doctrine of appropriation 
could be used as a basis for a system of water rights designed to promote pri- 
vate decision-making. 


*See Milliman, Commonality, the Price System, and Use of Water Supplies, 22 So. Econ. J. 
426 (1956). 
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Although a number of writers seem to express a preference for appropria- 
tion doctrine as opposed to riparian doctrine, they do so for the very reasons 
and qualities which appear to be the deficiencies of appropriation water law.‘ 
What are some of the imperfections of current water doctrines? What im- 
provements and modifications can be suggested? 


A. CERTAINTY ASPECTS 


Certainty is perhaps the most important quality of real property law. If 
property rights are uncertain, the incentive to develop ard invest in water 
resources will be seriously reduced. Uncertain property rights greatly hamper 
the transfer or sale of property to competing uses and users. For example, a 
riparian water right which is always subject to a future determination of 
“reasonable” use provides no guarantee to a prospective buyer that he has 
purchased a certain quantity of water. 

It has been pointed out that certainty of water rights has three different as- 
pects: (1) legal certainty; (2) physical certainty; and (3) tenure certainty.® 

Legal certainty is concerned with protection against the unlawful acts of 
others. While the reasoning is not altogether conclusive, it can be argued that 
the appropriative right is likely to have more legal certainty than a riparian 
right because of the reliance upon a water-master for administering priorities 
in the case of appropriative rights. The holder of a riparian right not only 
must take the initiative in seeking court action but is also subject to the un- 
certainty of which of several lines of authority the judge will follow. 

In regard to physical certainty both riparians and appropriators are subjecu 
to the changeability of weather so that periods of drought are likely to cause 
hardship no matter which doctrine of water law is allowed. Under the system 
of appropriation, however, the physical uncertainty is reduced a great deal for 
senior appropriators but increased at the same time for junior appropriators, 
who may have their supply cut off entirely, while senior users may get their 
full quotas. 

This aspect of following strict -priorities in time of drought is sometimes 
criticized as being uneconomic on the basis that higher benefits may be 
achieved if part of the stream flow in drought years is devoted to saving the 
crops of the junior appropriator rather than giving all the water to the senior 
user. The argument is that the loss to the senior appropriator may be more 
than offset by the gain in saving the crop of the junior user from total de- 
struction. The problem posed is really one which is capable of an economic 


7 One exception to this point is Frank J. Trelease, who argues that the doctrine of appro- 
priation can be made the basis of an improved system of water law for some of the same 
reasons presented here. For an excellent discussion of water law see his A Model State Water 
Code for River Basin Development, 22 Law & Contemp. Prob. 301 (1957). 


® Ciriaci-Wantrup, Concepts Used as Economic Criteria for a System of Water Rights, 
32 Land Econ. 297 (1956). 
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solution, and no legislative action appears to be required. If the gain to the 
junior user should in fact exceed the loss to the senior appropriator, it would 
clearly be possible for the junior user to pay compensation to the senior user 
and permit a reallocation of the water to take place through the ordinary 
market mechanism. 

Furthermore, if a market in water rights is allowed to develop, it seems 
likely that the relative market prices of senior and junior water rights will re- 
flect the relative priorities which might be exercised in times of scanty rainfall. 
This means that senior rights will tend to command higher prices and that the 
price system will tend to allocate these rights to their most economic uses. The 
physical uncertainty associated with a junior right will presumably be taken 
into account by the price differential prevailing between senior and junior 
rights. 

To deal with the case of drought, the states of Colorado, Idaho, and 
Nebraska provide a special system of priorities which supersedes existing 
priorities. Domestic uses are given first preference, agricultural uses are placed 
second, and third preference is given to commercial and industrial uses. Exer- 
cise of the preference is made subject to the payment of compensation to 
holders of existing water rights. Although the enforcement of such preferences 
will probably conflict with the efficient use of resources (e.g., an industrial 
user may create more economic value with the water than an agricultural 
user), the payment of compensation mitigates some of the undesirable features 
of a preference system. Actually there is little reason why the allocation of the 
scarce water should not take place by the market process in drought periods 
as well as in periods of normal rainfall. '£ water is really needed for domestic 
use, the cities will be able to purchase water from agricultural or industrial 
users. 

In periods of drought, riparian water rights are usually subject to judicial 
allocation of the scarce water supplies. The court may pro-rate supplies among 
existing uses coequally, or the court may make a redetermination of “reason- 
able” use. Uncertainty arises from the fact that a reasonable use in a period of 
adequate rainfall may become unreasonable in time of drought. In addition, 
the judicial allocation may bear little or no relation to the allocation that 
would result from the free play of market forces. 

Where it is possible to reduce physical uncertainty by the development of 
upstream storage, the doctrine of appropriation is to be desired. Under 
riparian law the rights to stored water or the increased supply of the river due 
to upstream regulation are all coequal, and we are back to the problem of 
determining reasonable use. In contrast the rights to stored water in appro- 
priation doctrine are clearly established, and junior users always have the in- 
centive to construct storage facilities to “firm” up their rights. 

Tenure certainty involves the protection of the water right against lawful 
acts of others as opposed to unlawful acts in the case of legal certainty. The 
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appropriative right clearly defines the amount of water, its priority, and place 
of diversion. Prior appropriators are protected against junior users, and 
juniors are protected against increases in use by senior users. 

Although appropriative rights are perpetual in nature, they may be lost 
through abandonment and forfeiture. From the standpoint of economic logic 
there appears to be little reason for stipulating that non-use of a water right 
may be the basis for losing the right. To assert that water is scarce and valu- 
able and that therefore it should be used is no real reason for taking away a 
water right for non-use. The solution to the problem is economic, not legisla- 
tive or judicial. If water is scarce and if the right is clearly defined, the water 
right will have a money value so that the owner of the right should have the 
opportunity to sell his right or water to other users. If the owner of the right 
does not wish to sell the water, the case is in no way different from that of an 
undeveloped piece of property in an urban area. In such cases very few people 
would hold that the landowner ought to lose title to the land if it is not 
developed within some time period, e.g., five years. A real problem may arise, 
however, when state law may prohibit or limit transferability of water rights, 
but in this case the problem arises from unwise restrictions, not from the 
“non-use” of the right. 

Water rights may be taken through the process of condemnation under the 
power of eminent domain. As long as compensation is paid, the loss of proper- 
ty is probably not significant. The doctrine of appropriation seems better 
suited to this procedure than riparian law for the reason that the right is more 
clearly defined so that the question of adequate compensation is less subject 
to speculation. 

In some states the exercise of condemnation proceedings is based upon 
statutory preferences so that a “higher” use of water can condemn a “lower” 
use. As long as compensation is paid, there does not appear to be too much 
harm from the exercise of such preferences. With the proper transferability of 
water rights, however, no preferences would be necsssary, and it would be 
possible to rely upon market forces to put water to its “highest” use. 


On this question of statutory preferences it may be noted that one economist 
implies a distrust of legislative decisions to allocate water supplies and sug- 
gests use of judicial decision-making as an alternative: 


In spite of the existence of a favorable economic argument, based on the average 
value product, a reversal of the usual statutory ranking appears neither desirable from 
the standpoint of reducing rigidities in water rights nor politically feasible. Another 
approach to this issue seems more promising. 

One may propose eliminating statutory preferences altogether—except possibly for 
domestic and municipal uses—and leaving to the courts the determination of which 
is the higher use in each situation of conflict. This approach is taken in Washington.® 


® Ciriaci-Wantrup, Some Economic Issues in Water Rights, 37 J. Farm Econ, 875, 881 
(1955). 
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While it may be granted that judicial judgment is likely to be more flexible 
than legislative judgment, it does not follow that the courts possess more 
economic wisdom than legislative bodies. From the standpoint of promoting 
economic efficiency in the use of water resources, neither agency would 
appear to be superior to the economic forces of the market. It is difficult to 
establish economic reasons for giving domestic users (or any users) preference 
over other users of water if they are unwilling or unable to purchase water 
rights in a competitive market. 

The most striking example of reliance upon statutory wisdom is found in 
Texas water law. Since 1931 all water appropriations, except those on the Rio 
Grande River, are subject to future appropriations for municipal purposes 
without the necessity of condemnation and compensation.!® It is difficult to 
see how such a statute can be justified either on grounds of economic efficiency 
or on those of equity and protection of investment. 

In connection with tenure certainty it is interesting to speculate on the 
question of “waste” of water by the owner of the water right. Currently, al- 
most every state prohibits the “waste” of water: 


At present, a riparian owner has no more license to waste water than has an appro- 
priator; and the appropriator never has had the right to do that, although in practice, 
he may, in many cases, actually have diverted more than he put to beneficial use.1! 


Many writers seem to view the statutory and judicial prohibition of “waste” 
with approval and argue that water should be put to “beneficial” use. It is 
somewhat difficult to understand this position. The logic of the situation is the 
same as in the case of statutory preferences or the loss of water rights through 
non-use. It is not clear why a person should not be free to use his own property 
as he sees fit, providing losses are not imposed upon others. If water rights are 
salable, and if protection is provided to third parties, it is difficult to see how 
the problem of waste would become important. To deny rationality in the use 
of one’s own water right is to question the basis of private decisions in the use 
of all resources. The problem here is to define water rights in such a way that 
they do become real property and susceptible to market allocation by the 
forces of supply and demand. 

The California case of Chow v. Santa Barbara’* can be used to illustrate 
judicial judgments on waste of water. Chow, as a riparian water user, had 
used for many years the flood waters of a stream for leaching purposes on his 
riparian lands. In 1933 the California Supreme Court declared this use of 
water to be unreasonable and also wasteful: 


Texas Civil Stat. Ann. arts. 7471-72 (Vernon, 1954). 
“ Hutchins and Steele, op. cit. supra note 5, at 288-89. 
* Chow v. City of Santa Barbara, 217 Cal. 673, 22 P. 2d 5 (1933). 








WATER LAW AND DECISION-MAKING 51 


[I]t is the established law of this state that as between riparian proprietors the right 
of each as against the other is confined and restricted to the amount of water reason- 
ably necessary for useful and beneficial riparian purposes. 

The duty not to commit waste is enjoined on all users of water. 


As a result the city of Santa Barbara was allowed to appropriate the “waste” 
waters formerly used by Chow without any compensation. 

There is probably little doubt that the economic worth of the water to the 
city exceeded the value of the water for leaching purposes. What is important 
here is that (1) the court took the responsibility of saying that the well- 
established practice of leaching was wasteful and unreasonable, and that (2) 
Chow was deprived of his use of water without compensation. If Chow’s 
property right had been clearly defined, the city of Santa Barbara could have 
purchased that right in the ordinary manner of transfer of property. This case 
invites reflection upon the application of riparian law and upon the efficacy of 
judicial decision-making. 


B. TRANSFERABILITY 


Although a great deal of water law has been developed regarding the owner- 
ship and use of water, relatively little legal attention has been given to the 
question of the transferability of property rights in water from one use to an- 
other and from place to place. In addition, most water law emphasizes invol- 
untary transfer by legislative and judicial methods rather than by market 
procedure. With regard to current water law, the doctrine of appropriation 
seems better suited to promoting voluntary transferability by sale or exchange 
between competing users and uses. The riparian doctrine serves to obscure the 
quantitative aspects of property rights in water to the extent that transfer- 
ability is seriously restricted. 

1. Appropriation rights——Although suited to transferability, the doctrine 
of appropriation, as presently interpreted, places a number of limitations 
which interfere with sale or exchange and introduce undesirable rigidity. A 
few states even prohibit the transfer of water from the lands and the use for 
which it was originally appropriated.’* For example, Arizona law requires spe- 
cial approval from the state water commissioner for a change of use. Other- 
wise the exercise of the right is held to the original use on the original tract of 
land. Wyoming law provides that water rights to a stream cannot be trans- 
ferred from the land, place, or purpose of use without loss of priority. 

In such cases the water right is literally frozen to a particular piece of land 
and to a particular use of water (except when it becomes impractical due to 
natural causes beyond the control of the owner), even though the value of the 
water on alternative lands or in alternative uses might be considerably greater. 


% W. A. Hutchins, Selected Problems in the Law of Water Rights in the West 378 et seq. 
(1942). 
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Fortunately, such complete restrictions are not the rule, but most states do 
have limitations on transfer of appropriation rights which serve to hinder 
market allocation and thereby reduce economic efficiency. 

Trelease believes that the purpose or origin of these restrictive provisions 
was probably due to a desire to prevent abuses in the transfer of water 
rights: “Many early adjudications gave irrigators far more water than they 
really needed, so that the appropriator not infrequently sold his unused water, 
to which he really had no right.”"* It is difficult to see what abuse was actually 
committed by the sale of “unused” water in the example cited above. Would 
the situation have been any different if the irrigator had used the water for 
several years and then found that the water was worth more to another user 
and sold the water or his water right? 

Of course, it miay well have been the case that the original irrigator applied 
for more water than he really “needed,” but this is no different from acquiring 
private property rights to former public lands. If the public land or public 
water is to be parceled out on the basis of priority of application, some people 
will undoubtedly receive gains in the form of economic rent. If the state or 
government involved wished to avoid this initial accrual of rent to private 
parties, it could auction off the water rights to the highest bidders and keep 
the rent for itself. 

The problem of who receives the rent payment is really one of equity and 
is concerned with distribution of income. From the standpoint of efficiency, 
whether the rent accrues to private parties or to the government makes little 
difference. Any mehod of initially establishing property rights will be more or 
less arbitrary, but the important efficiency consideration is that, once property 
rights are vested, prices should be allowed to clear the market and equate 
supply and demand. If the market is permitted to function, the accrual of 
economic rent is a result of allocating a scarce resource to its most productive 
employment. 

The question of reserving a water right for future needs is somewhat more 
complicated. There is nothing objectionable for any individual, firm, or city 
to anticipate future use and to provide for “excess capacity,” providing it is 
subject to the economic forces of the market and if it compares the present 
value of the expected future returns with the cost of building the capacity. 
But it is a different matter in the case of California, where state law allows 
municipalities to appropriate water in excess of present needs and at the same 
time gives municipalities first preference in granting appropriations. Provision 
is made for the use of these reserved “excess” waters by temporary permit to 
interim users. In such cases the municipalities may recapture the excess waters 
upon payment of compensation for the loss of investment incurred by the 
temporary user. Despite the allowance for temporary use, it is clear that 


“ Trelease, op. cit. supra note 7, at 315. 
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municipalities do not have to compete against alternative users for the water 
rights involved. In fact, because they do not have to bid for the rights, they 
have every incentive to reserve as much water as possible for “future” needs 
without the balancing offset of increases in cost. Under such conditions one 
can hardly argue that “blanket” reservations serve to promote efficient use of 
water resources.?° 

Another type of “blanket” reservation is found in the California “County 
of Origin” and “Watershed of Origin” statutes. Under these statutes sufficient 
waters are reserved to particular regions in order “adequately [to] supply the 
future beneficial needs of the area.” The important thing to notice here is that 
the reservation is completely open-ended so that the effect is to tie the water 
supply permanently to a particular area. The determination of what consti- 
tutes the future beneficial needs of entire areas is an awesome task, indeed. 

If one wished to preserve the “County of Origin” concept and yet promote 
efficient use of water resources, it could be possible to provide for some 
adjudication or quantification of these open-ended rights. Once the rights 
were quantified, provision for the transfer of these rights through the market 
process would then allow for an efficient allocation to develop. The county 
would always have the option of reserving these water rights for its future 
needs, but the real cost of doing this, of course, would be the income foregone 
from not selling part of its water rights. 

It should be noted that the “County of Origin” concept gives rise to one of 
the major sources of controversy in the bitter stalemate between northern 
California and southern California concerning the provision of water for the 
gigantic, two-billion-dollar Feather River Project. The State Department of 
Water Resources in California proposes to transport “surplus” water from 
northern California to the more arid southern California areas. It is easy to 
appreciate that the northern California counties are reluctant to have some of 
their waters declared “surplus” by an administrative agency and transported 
for use outside the region without payment of compensation. If water rights 
were quantified and transferable, much of the controversy would disappear 
because the allocation of waters to various areas would be more amenable to 
market allocation and to economic bargaining. Apparently, the lack of specifi- 
cation of water rights will mean that the allocation of water will not be deter- 
mined by economic forces but rather by the political pressures present in the 
California legislature. 

A third type of reservation is followed in some western states where un- 


Tt is doubtful whether these blanket reservations for municipalities constitute water 
rights which are legally capable of being permanently transferred to competing uses and 
users. If this were the case, the municipality would be in a position similar to anyone holding 
a water right that he is not currently exercising. There is nothing to be deplored per se in 
the existence of unused water rights as long as the decision-maker rationally considers the 
economic advantage of selling the right as opposed to holding it. 
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appropriated waters are sometimes withdrawn from appropriation to preserve 
recreational or scenic values. Idaho and Oregon have followed such policies.*® 
Although it may be desirable in many instances to preserve recreational and 
scenic values, it should be made clear to all concerned that the economic cost 
of the reservation is the foregoing of the economic worth of the water in its 
alternative uses. Because public scenic and recreational facilities are usually 
provided without cost to those who use them (and because market exchange 
of water rights is limited), there is no direct way of knowing whether the 
benefits to the users equal the cost of providing the service. 

Restrictions upon the transfer of water rights, just as those upon the trans- 
fer of any type of property, should be viewed with suspicion. As a general rule 
all transfers of water rights between individuals should be permitted except in 
cases where damage to third parties can be clearly demonstrated. Normally, 
these can be dealt with by court action or by similar devices as suggested 
above. Judicial procedures are thus more suitable for assessing damages and 
determining rights than they are for stipulating the economic patiern of water 
use. 

The state of California and the state of Colorado apparently provide for a 
great deal of flexibility in the transfer of appropriative rights. In Colorado 
“the use of the water is not limited to the land where the water was first 
applied, and a water right may be alienated apart from the land, its use trans- 
ferred from one place to another, or even the character of the use changed, 
so long as such change does not result in the use of a larger quantity of water 
than the right calls for.”!* In California the appropriator is allowed to change 
the point of diversion, place of use, or character of use, provided the rights of 
other appropriators are not impaired.1* 

The stipulation that the transfer of the right should not injure third parties 
seems to be reasonable. It might be asked, however, if such a restriction would 
thus rule out any transfer of right which would deprive downstream users of 
return flow. The problem posed here seems to be an economic one. If the new 
use is actually “economic,” it would be possible for the new user to pay 
compensation to the downstream users or to purchase additional water rights 
or to provide alternative supplies of water to the downstream users. 

Among the common restrictions upon the exercise of the appropriative right 
are those upon the place of use. Nebraska, New Mexico, and Texas place 
limitations upon taking water out of its “natural” watershed. Colorado, whose 
laws are so reasonable in many respects, prohibits the transportation of Colo- 
rado River water across the Continental Divide to eastern Colorado. 

In early appropriations the right to transport waters across state lines was 


* Trelease, op. cit. supra note 7, at 317. 
*"1d., at 314. 
%*W.A. Hutchins, The California Law of Water Rights 175 (1956). 











WATER LAW AND DECISION-MAKING 55 


common and universally upheld.’® Recently the tendency has been to restrict 
the use of water to intrastate locations, presumably in the interest of “local 
development.” Colorado offers an extreme example in this regard because its 
statutes expressly prohibit the transportation of water found in Colorado out- 
side of its boundaries. Evidently, Colorado does not believe that its citizens 
would receive sufficient value in return for the sale of water across the state 
line. As an aside, one may wonder whether Colorado brewing interests (e.g., 
Adolph Cools of Golden, Colorado) actually violate state law by selling beer 
made in Colorado outside the state. The export of water in “processed” form 
is little different in its economic effects from the export of water directly. On 
similar reasoning the state of Texas should reconsider its policy of permitting 
the export of petroleum or natural gas outside state boundaries. 

The states of Wyoming and Utah are somewhat more rational on this mat- 
ter. In these states diversion and use of water outside the state is permitted 
if the state in which use is made grants reciprocal privileges or if the state 
legislature gives special and specific approval for each diversion. 

2. Riparian rights —The general conclusion of the study of riparian water 
law is that it is ill suited to the development of private property rights in 
water which can be allocated by the price system. Not only does the riparian 
right lack certainty, as discussed above, but it also involves a number of 
serious limitations on its transferability to alternative uses and users. Since 
the contiguity of the land and the water is the basis of the riparian right, the 
use of water is usually restricted to riparian land. The general rule seems to 
be that a riparian has no right to use water on non-riparian land, nor can he 
sell such a right. The water right is tied to the ownership of land so the right 
is really part of a general property right and is not property itself. In some 
states, however, a riparian may sell land without the riparian right and thus 
reserve the entire right for use on the remaining lands retained by the riparian 
owner. 

Fortunately, it is possible in several states to introduce a small amount of 
flexibility in the use of water by non-riparians. In California, for example, a 
riparian may grant his right to another person who proposes to use the water 
on non-riparian land. The grant is not actually a transfer of the right: 


The riparian owner himself is not entitled to take water away to non-riparian land; 
and he cannot authorize another person to do what he himself has no right to do. But 
he can lawfully contract with another party that he will make no objection to the acts 
of that party in divering water from the stream to nonriparian land.?° 


While the contract is binding upon the agreeing parties, it is not binding 
upon other riparians on the stream. This qualification means that the non- 


* Trelease, op. cit. supra note 7, at 305. 
”W. A. Hutchins, Irrigation Water Rights in California 22 (1956). 
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riparian grantee will not be permitted to divert water to non-riparian lands if 
other riparians object to the transfer. A few states, however, do give full effect 
to the grant of riparian rights to non-riparians even against other riparians.*? 
In all cases the grant is still subject to the interpretation of reasonableness as 
compared to the reasonable demands of other riparians. 


III. FALLActous ViEws ON WAvER LAW 


Many discussions of water law commonly end with a summary of the ad- 
vantages and disadvantages of each of the major doctrines in an attempt to 
strike some sort of a balance. Apparently, many of the actual advantages and 
disadvantages for the riparian and appropriation doctrines are often just the 
reverse of the ones usually given. Perhaps it will be helpful to discuss some of 
the mistaken views. 

Almost without exception the doctrine of appropriation is charged with in- 
flexibility toward new uses, and the riparian law is credited with promoting 
flexibility of use. The standard argument is that rights established by prior 
appropriation tend to favor the historical pattern of water use at the expense 
of new uses for water. On the other hand, it is stated that riparian doctrine 
provides for flexibility toward new uses under the concept of “reasonable” 
use which allows the courts to modify use patterns. The alleged inferiority of 
appropriation law is based upon the implicit assumption that exchange of 
these rights between competing users is not permitted. It is true that many 
states place a number of restrictions upon transfer of appropriative rights; 
nevertheless, they are probably more easily transferred to new uses than ripar- 
ian rights. The alleged advantage of riparian doctrine in promoting flexibility 
of use is achieved by judicial determination of “reasonableness,” which often 
involves taking water from existing users without compensation. This feature 
does not appear either economic or just. Furthermore, the fact that “new” 
users must purchase appropriation rights from “old” users is actually an 
advantage of the doctrine of appropriation. If the “new” user is not able to 
do so, then clearly the new use is not more productive. Under judge-made 
allocation of water supplies there is no such guarantee. 

Another alleged disadvantage of the law of appropriation is that it may 
encourage waste. This charge can be substantiated only to the extent that 
water rights are non-transferable. In these instances a pérson with a fixed 
quota will not have incentive to consider the value of the water to alternative 
users. 

One of the “strongest” arguments that is often used against the doctrine 
of appropriation is that it may lead to “waste” in a somewhat different sense. 
It is argued that strict obedience to priorities may sometimes lead to the need 
to maintain large upstream flows in order to protect a small, but senior, right 
located downstream. In the Frenchman’s Creek area of Colorado, for example, 


™ Trelease, op. cit. supra note 7, at 310. 
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it is necessary to reduce upstream pumping by 100,000 acre-feet of water per 
year to protect downstream uses of 15,000 acre-feet; or at Beaver Creek, 
where an increase of pumping upstream by 20,000 acre-feet would reduce 
downstream flow by only 1,000 acre-feet.2* The common reaction to such 
cases is that the doctrine of appropriation is unreasonable and that it is clearly 
against the public welfare. 

The problem is essentially one of economics and of organizing institutions 
to facilitate efficient water use. If water is “really” valuable, the potential 
upstream user could follow several courses of action in order to make use of 
the water “lost” during its conveyance downstream. One solution would be 
to purchase the downstream water rights. Or it would be possible to provide 
the senior user (downstream) with an alternative source of supply at no ex- 
pense to the senior user. In any event, economic incentives exist to make use 
of the water as long as the costs of capture are less than value of the water.?* 
In some cases the major stumbling block may be the problem of organizing a 
number of upstream users to act as a group in achieving the desired action. 

On the other hand, the doctrine of appropriation is often credited with an 
“advantage” which appears somewhat dubious. Consider the following excerpt 
taken from a discussion of the advantages of appropriation water law: 


Appropriation statutes can, and many of them do, provide restrictions on the right 
to appropriate water in the interest of the public welfare. Such restrictions have not 
yet included criteria based on character of the land; but there is no reason why the 
state could not provide that an application to appropriate water shall be rejected 
where the land proposed to be irrigated is poor, thus withholding the water in favor 
of later applicants for use on better land. The state grants the right to appropriate 
water, and it can certainly regulate the method of appropriation. This would be a 
proper exercise of its police power. 


What is implied here is that the doctrine of appropriation is desirable be- 
cause it often means (or can provide) a substantial degree of state regulation 
of water rights and use of water. The basic question here is, of course, whether 
administrative officials are better qualified to achieve an efficient allocation 
of water resources than the market process. 


IV. PosststE PRoBLEMS 


The major thesis of this paper is that water law should treat water rights 
as private property with no restrictions upon the place or kind of use except 


* Td., at 311 n. 63. 


* Professor Trelease takes a position similar to the one expressed here: “The solution to 
the problem may be economic, in that if the benefits that would accrue from upstream use 
are, in fact, much greater than those realized by the senior appropriator, it would seem 
feasible for the upstream user to buy out the lower prior rights and transfer the use up- 
stream.” Id., at 306. 


™“ Hutchins and Steele, op. cit. supra note 5, at 292. 
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for methods of dealing with damages inflicted upon third parties. In the evalu- 
ation of current thinking in regard to water law, the preceding argument did 
not touch upon a number of problems with which water law must deal. Most 
of these problems are ones which are currently on the scene and may be some- 
what more amenable to solution under a private property system of water 
law. 

Because of the unity or interdependence of the hydrologic cycle, it would 
be desirable to have a unified or master list of priorities for a common source 
of supply regardless of state lines. Interrelated supplies should not be treated 
as separate entities. This means that it would be preferable for the various 
states to have a common type of water law to avoid duplication in the defi- 
nition of water rights. The fugitive character of water resources creates im- 
portant, but not insurmountable, problems to the development of property 
rights in water. 

Another source of problems arises from definition of the property right in 
terms of the conditions of diversion. For example, a subsequent appropriator 
may reduce the level of stream flow so as to increase the pumping lift to the 
senior appropriator. Should the second appropriation be prohibited? The same 
problem arises in the pumping of ground water from a common basin when 
increased pumping on the part of one well owner may increase the pumping 
lift to all. It is likely that no system of water law can deal with these types 
of spillover cost completely, but they can be handled in large part through the 
payment of compensation to damaged parties if property rights are clearly 
defined in the first place. Ideally, the water right should specify the condi- 
tions of diversion within proximate limits. This means that junior appro- 
priators should be required to pay compensation when the spillover costs upon 
senior users are substantial. 

Most of the preceding discussion also applies to the quality of the water 
as well as the method of diversion. In some cases the quality of the water may 
be just as important as the quantity. If upstream users pollute or substantially 
reduce water quality to senior users downstream, measures should be taken 
either to reduce the spillover effects or to compensate senior users. Here, again, 
the problem is one of specifying the property right and of requiring the pay- 
ment of damages when rights are violated. 

A great deal of concern has been expressed for the problem of unused 
riparian water rights. These unused riparian rights represent property, and 
in most states the owner is entitled to exercise them at his discretion. Such 
rights are not lost by non-use. The presence of unused rights, each with an 
open-ended limitation governed by “reasonable” use, would constitute a seri- 
ous obstacle to the development of the certainty necessary for an improved 
system of water law. Yet any new system which abolished these rights would 
be declared unconstitutional for the destruction of property without due 
process of law. 
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The answer to the problem seems to be essentially a legal one. What is 
needed is a vesting or a definition of these rights by a process of adjudication 
so that the right becomes clearly defined instead of being subject to shifting 
judicial interpretation of “reasonable” use. Admittedly, any standard used in 
the adjudication process for defining the unused rights will be arbitrary in 
some respects. The problem, however, is to create certainty in property rights 
and then let market forces allocate the rights to their most producive uses. 

It is perhaps prudent at this point to make an important, but rather ob- 
vious, qualification to the preceding discussion. The price system, in itself, is 
not designed to answer all questions and to solve all problems in water use. 
It will not be possible in all cases of water use to develop private property 
rights and to use the market mechanism for the allocation of water supplies. 
It is realistic to assume that public action will be required not only to define 
property rights and to facilitate market exchange but also to deal with cases 
where the commonality of the situation (e.g., certain navigable streams and 
lakes) makes it impossible or undesirable to develop private property rights 
in water. On the other hand, it should be emphasized that the institutions of 
private property and the market system can be utilized to 4 much greater 
extent than is usually recognized to achieve efficient use of water resources. 


V. CuRRENT TRENDS IN WATER LAW 
A. EASTERN TRENDS 


The increased use of water in recent years has resulted in increased atten- 
tion to water law. It is not surprising that much of the discussion has taken 
place in the eastern states, where increasing dissatisfaction with riparian law 
is creating a movement for “modernization” of state water laws. Most of the 
discussion has dealt with the advisability of substituting some form of ap- 
propriation law for riparian law with “adequate protection of vested property 
rights.” 

If the changes being contemplated were mainly concerned with the prob- 
lems of definition of property rights, of permitting transferability between 
uses, and of handling third-party spillover effects, there would be little cause 
for concern. Instead of a movement toward the concepts of private property 
and market exchange, however, the proposed changes are largely in the oppo- 
site direction. In other words, the trend is toward centralized control of water 
resources through use of priorities and administrative determination of what 
constitutes “reasonable and beneficial use.” 

Perhaps the outstanding example of the trend toward administrative control 
of water resources is found in the new law of water rights for the state of Iowa. 
The Water Rights Act of Iowa, which was established in 1957 with a unani- 
mous vote by the legislature, declares: 
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Water occurring in any basin or in any watercourse, or other natural body of water 
of the state, is hereby declared to be public waters and public wealth of the people of 
the State of Iowa and subject to use in accordance with the provisions of this Act, 
and the control and development and use of water for all beneficial purposes shall be 
in the state, which, in the exercise of its police powers, shall take such measures 
as shall effectuate full utilization and protection of the water resources of the State 
of Iowa.?® 
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Essentially, the Iowa law decrees that the waters of the state belong to the 
people of the state and are therefore “public” in nature.2* The use of water 
is subject to regulation by an administrative tribunal known as the Iowa 
Natural Resources Council. The Council administers a permit system to con- 
trol the use of water. Certain uses are exempt from regulation, e.g., municipal 
use as of May, 1957, and uses of less than 5,000 gallons a day. Prospective 
users must apply to the Council for a permit, and it is the awesome responsi- 
bility of the tribunal to allocate water to its “greatest beneficial use.” 

It is interesting to note that the permits cannot be granted for a period of 
more than ten years. Apparently, the ten-year limitation was established 


to make it possible to resolve the problems that will arise in this pioneer effort, and 
point clearly to the fact that Jowa does not believe in granting water rights in per- 
petuity. This periodic review will permit intelligent use of additional, much-needed 
data as they become available to meet changing conditions which inevitably must 
come.*? 


Although it is comforting to note that the law recognizes that change does 
occur and that flexibility is desirable, it is clear that the legislation implies a 
fundamental distrust of both private property and of the ability of the market 
to adjust to changing conditions. The ability of the market to register changes 
in demand is perhaps one of its strongest attributes. The short-term duration 
of the permits and their apparent non-transferability make it doubtful that 
private property rights are implied. These two aspects carefully and system- 
atically reduce economic incentives for private investment in water develop- 
ment and make the reliance on public control and development virtually com- 
plete. The long-run prospects for Iowa are probably for more controls and 
greater public participation in the decision-making process. 

It is interesting to note that the type of thinking embodied in the new Iowa 
law of water rights has an excellent chance of being duplicated in a number 
of eastern states. In Massachusetts, for example, a state planning board has 


* Quoted from G. Ballard (Water Comm’r, Iowa Natural Resources Council), The New 
Water Rights Law in Iowa 2 (1958) (mimeographed). 


** J. De Haven has suggested that the far-reaching implications of the Iowa law can be 
more readily seen if the reader replaces the word “water” with the word “land” in reading 
the quotation above. 


* Ballard, op. cit. supra note 25, at 5. (Emphasis added.) 
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been created to prepare a “master plan” for the development and conservation 
of water resources.** Temporary permits for the use of water by administrative 
boards are already being used in Wisconsin, Minnesota, North Carolina, and 
Ohio.*® These short-term permits involve no acquisition of private property 
rights and thus provide little incentive to the permit holder to make substan- 
tial investment in the development of water-supply facilities. 

The states of Michigan, Wisconsin, Arkansas, North Carolina, and South 
Carolina are actively considering legislation involving comprehensive consid- 
eration of water law. In each case there is a strong possibility of a shift toward 
state control of water resources “to promote the fullest beneficial use of water 
and to prevent waste.’’*? 

The National Conference of Commissioners on Uniform State Laws recently 
approved a “Model Water Use Act” to provide: 


.. . for a practicable new and modern system of water law. The administration is 
placed in a Commission instead of the Courts. The two-party system of determining 
water use rights is eliminated. The agency is given broad powers to provide for com- 
prehensive development of the state’s water resources within the framework of bene- 
ficial use. Domestic uses are exempted because the quantity of water consumed 
thereby is not sufficient to justify control.*! 


As one of the general declarations of policy, the Model Act declares: 


The water resources of the State can best be utilized, conserved, and protected if 
utilization thereof is restricted to beneficial uses controlled by a state agency respon- 
sible for proper development and utilization of the water resources of the State.3? 


This policy statement is obviously written in general terms so that it is 
subject to a number of interpretations. It is evident, however, that one pos- 
sible interpretation would lend support to the view that the state agency 
would (or could) substantially control rights to develop and use water sup- 
plies by administrative decree. What might be the scope for the market process 
and for individual decision-making in the allocation of water resources is not 
clear, but it can be noted that the Act gives no positive assurances in this 
regard. 

The Act presumably recognizes all existing diversior and uses as property 
rights. But, apparently, an “owner” cannot transfer his water right without 
securing a permit from an administrative commission. New uses of water may 

** Water Law in Eastern United States—A Symposium, 49 J. Am. Water Works Ass’n 722 
(1957). 

” Ellis, op. cit. supra note 2. 

* Tbid. 


*t National Conference of Commissioners on Uniform State Laws, Model Water Use Act 
5-6 (Approved at Annual Conference, Los Angeles, California, August 18-23, 1958). 


= Td., at 8. 
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be initiated only by obtaining permission from the commission in the form 
of a permit of limited duration. The commission is given the great responsibil- 
ity of guaranteeing the “maximum beneficial use” of all the waters of the 
state. 

The Act provides that the commission shall have the power to require com- 
pulsory relinquishment of a water use permit if “there exist one or more appli- 
cants for permits to make water uses which would be more beneficial . . .” 
than the existing permit holder is making.** The new applicant is required to 
furnish “reasonable” compensati«.. to the old permit holder. 

No guides are given out a+ tv w \*t constitutes “more beneficial” use. The 
requirement of compensation to the old water-user appears to be a desirable 
procedure, but it might be fair to point out that this might not be much dif- 
ferent from what an ordinary market exchange would require, if a transfer of 
private property rights were involved, depending of course on what is meant 
by “reasonable compensation.” Perhaps the use of compulsory, as opposed to 
voluntary, transfers of water rights is the crucial element here. 

It would seem that the rather arbitrary discretion to be granted to the 
commission should be a matter to be considered. By failing to state criteria, 
other than vague generalities, for the decisions of the commission, the Model 
Act might conceivably be an invitation to corruption and possibly an instru- 
ment of dictatorial control. In any event, it is clear that the proposed com- 
mission would be operating to reduce the exercise of local and private initiative 
in the development of water resources even if the commission were to prove 
incorruptible and undictatorial in its operation. 


B. THE WESTERN POSITION 


Actually, the existence of state ownership and control of water resources is 
not uncommon in the West. Although, it appears that the trend in eastern 
states may be in that direction, it is probably just as important to emphasize 
the extent to which the philosophy of public control of water resources is 
already accepted (apparently) in almost all western states: 


In Wyoming, Montana, Idaho, North Dakota, and Texas the water is declared to be 
the property of the state; in California the property of the peopie of the state. In 
Arizona, Colorado, Nebraska, Nevada, New Mexico, South Dakota, Oregon, Utah, 
and Washington, the waters are the property of the public. Kansas, with the newest 
declaration, seems to have the weakest of all, merely dedicating all waters to the use 
of the people of the state. In Nebraska the constitution dedicates the use of the water 
to the people of the state, though the statutes declare the water to be the property 
of the public. In most of these states the declaration relates to all waters (at least 
those in watercourses), but in Colorado and New Mexico (and formerly Oklahoma) 
the declaration was limited to unappropriated water.*4 


* Td., § 410. 


* FJ. Trelease, Government Ownership and Trusteeship of Water, in Legal Problems in 
Water Resources 89 (1957) (Footnotes omitted.) 
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Perhaps the major question raised by such declarations of public ownership 
of water resources is whether the constitutional language is a “harmless” use 
of words to indicate that the state has an interest in water resource develop- 
ment, or does the language actually mean what it says, i.e., the state “owns” 
the water. It would seem that the latter interpretation is at variance with exist- 
ing laws permitting private property rights in water. Possibly, the primary 
effect of such constitutional declarations may be to transform all private water 
rights into uncertain tenure arrangements subject to administrative or judicial 
determination of “reasonableness” in the light of the “public interest.” Per- 
haps the likelihood of obtaining a system of water law based upon the con- 
cepts of the market mechanism and individual decision-making is very remote 
and unrealistic. 


VI. SUMMARY 


This paper presents a survey and evaluation of state water law as it affects 
individual decision-making processes in the use and development of water 
resources. The basic thesis is that rights to use water resources should be 
treated as real property. Insofar as possible, water rights should be defined 
and given legal certainty so that allocation of water between competing uses 
and users can take place through the market mechanism. 

Although the doctrine of appropriation, as presently interpreted, is subject 
to a number of serious criticisms, it can be modified to provide the foundation 
for an improved system of water law. The riparian doctrine is ill suited to the 
development of transferable private property rights in water resources. It 
places major reliance upon judicial judgment for the allocation of water 
supplies. 

Many eastern states are beginning to realize the inadequacies of riparian 
law and are in the process of moving closer to the doctrine of appropriation, 
but they are doing so for the “wrong” reasons. Proposed changes in eastern 
water law do not stress the opportunities which the appropriation doctrine 
offers for the development of a price system and individual decision-making 
but rather for the opportunity to institute centralized and non-market deci- 
sion-making processes. The new Iowa law of water rights is an example of 
this type of thinking. Throughout state water law there seems to be a pervasive 
distrust of the use of the market mechanism for the allocation of water 
resources. 
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I. INTRODUCTION 


Ix AN article in the October, 1958, issue of this Journal, Professor Jewkes 
discussed the main features of British monopoly policy between 1944 and 
1956. The present article is intended to carry the story a little further in the 
light of the first decisions of the Restrictive Practices Court, established 
under the Act of 1956,) which did not start operations until the fall of 1958. 

As Professor Jewkes has shown, although the Monopolies Commission 
established under the Act of 1948? provided a great deal of information on 
monopolistic practices in Britain, it was not very significant in regard to the 
control of monopoly or in “the practical steps taken to increase competition.” 
Although it may have been a necessary first stage in what was in effect a re- 
versal of British policy, it had four main defects as an instrument of control. 

First, each case had to be considered on its own merits, and, in the ab- 
sence of any specific legalities or illegalities in the Act, it was quite inde- 
pendent of all other cases. Various consequences flowed from this. For one 
thing, even with an expanded Commission investigating as separate groups 
several cases at a time,® it would be many years before a significant part 
of the restrictions in British industry would be covered. For another, there 
was the matter of equity, pointed out by a minority in the Commission’s 
first report (on Dental Goods) that practices common in many industries 
might be condemned and stopped in only one or two, with the rest continuing 
to operate under the same restrictions. Finally, no industry could know 
whether or not its practices would at some future time be found to be against 
the public interest; however much it might wish to conform to the public in- 
terest as it might be conceived by the Commission, it could not know what 
this would be until such time as its practices might be investigated. 

Second, control of such practices as were found to be against the public 
interest depended entirely on administrative action by the Board of Trade 
or other appropriate government department. This again introduced uncer- 


’ Restrictive Trade Practices Act, 1956, 4 & 5 Eliz. 2, c. 68. 


* Monopoly and Restrictive Practices (Inquiry and Control) Act, 1948, 11 & 12 Geo. 6, 
c. 66. 


* This was a change introduced by the amending Act of 1953. 
64 
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tainty, while its effectiveness as an instrument is open to question. It has 
been well characterized by Sir Dennis Robertson as an example of that “ear- 
stroking” for which the British authorities often have a strong predilection 
in economic affairs: “In recent years the most spectacular instance of re- 
liance by the Board of Trade on the method of Communication of Wishes 
are perhaps those which have occurred in connection with the Restrictive 
Practices Acts of 1948 and 1953.4 

Third, as shown by Professor Jewkes in his article, the Act of 1948 gave 
virtually no guidance on what constitutes the public interest. The Commis- 
sion had thus to establish its own criteria. It had recourse to a number of 
elements, such as the level of prices and profits, the exclusion of new en- 
trants, collective price maintenance, etc. Even though an independent ob- 
server might find little to quarrel with in the decisions of the Commission, 
there was again uncertainty, with no guidance for industries which had not 
been investigated and room for argument, possibly affecting consequential 
action, over those which had. To anticipate something which comes later, it 
is intriguing to consider what would have been the effect of a Monopolies 
Commission Repoit on Cotton Yarn Spinning at the beginning of 1959 con- 
trasted with the clean-cut decision of the Restrictive Practices Court that 
the agreement was illegal. 

Fourth, there was considerable feeling in industry that the procedure was 
in some degree arbitrary, with the Commission acting as prosecutor, judge, 
and jury, without the “defendant” knowing exactly what was the case 
against him. Although the Commission devised procedure of a quasi-judicial 
character, and endeavored to overcome some of the inherent shortcomings 
of the arrangements, its proceedings inevitably; fell short of the rigorous 
standards of a court of law. 

A new act which would bring restrictive pradtices within the purview of 
the courts would automatically remove three of these defects. The system 
of legal precedent would mean that a decision of the Court in one case 
would be regarded as relevant to every other casp in which the circumstances 
are similar. Action would no longer depend up@n ad hoc administrative de- 
cision; if the Court were to decide that an agreement was illegal, then it 
would have to be modified to remove the illegalities or abandoned. Finally, 
the defendant would have the full protection gf court procedure and com- 
plaints of arbitrariness would be eliminated. 

The fourth defect, the lack of definition of public interest, would not auto- 
matically disappear; it would depend upon the drafting of the act. One 
suitable way of dealing with this would be to bing specified practices under 
the ban of the law. The Act of 1956, however, adopted a simpler procedure, 
and one which has proved to be remarkably effeftive. 


‘Sir Dennis Robertson, “The Role of Persuasion in} Economic Affairs,” in Economic 
Commentaries 163-64 (1956). 
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II. THE Provisions oF THE Act oF 1956 


The main provisions of the Act can be summarized under five heads. 

1. It applies only to agreements concerning goods. Thus, on the one hand, 
unified monopolies do not come within the scope of the Restrictive Practices 
Court; the Monopolies Commission of the 1948 Act is continued in modified 
form to investigate cases of unified monopoly referred to it by the Board of 
Trade. On the other hand, there is the same limitation found in the Act of 
1948, with the exclusion of all services, including any agreement relating to 
labour. There is also exclusion of any agreements operated under statutory 
authority. 

2. Collective resale price maintenance is made specifically illegal. Resale 
price maintenance by an individual producer (the legal position of which 
was previously in doubt) is specifically legalized. 

3. All agreements referring to specified matters between persons carrying 
on business for the production or supply of goods have to be registered with 
a Registrar of Restrictive Trade Agreements, appointed by the Crown (and 
therefore independent of any government department). The specified matters 
cover prices, terms and conditions of sale, quantities and descriptions of 
goods, processes of manufacture, and persons or classes of persons and places 
and areas to be supplied. Certain specific exclusions (apart from statutory 
agreements) refer to foreign trade, the main point being the exclusion of any 
agreement which covers exclusively the export of goods. 

4. A Restrictive Practices Court is established, to which the Registrar 
has to refer all agreements registered. This Court in all respects save one is 
identical with any other British court of justice. The difference is that, in 
addition to three puisne judges for England (plus one each for Scotland and 
Northern Ireland), it consists of additional full-time “lay” judges, appointed 
by the Crown from persons qualified by virtue of “knowledge of or experi- 
ence in industry, commerce or public affairs.” The Court may sit as a body 
or in separate divisions, but always with a puisne judge presiding. Decisions 
can be taken by a majority of the Court, the presiding judge having a casting 
vote, but in matters of law the opinion the puisne judge(s) shall prevail. 
Appeals to a higher court are permissible only on matters of law. There are 
no specific penalties in the Act for infringement of the law; the Court has 
the normal power to make orders or grant injunctions, disregard of which 
would be contempt of Court. 

5. Instead of making specific restrictive practices illegal, the Act takes the 
more drastic course of assuming that an agreement is against the public 
interest (and therefore illegal) unless the contrary can be proved. This 
provision has caused a certain amount of questioning by jurists, in that it 
seems to involve a reversal of the fundamental principle of English law that 
a man is innocent until he has been proved guilty. It has, however, been 
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pointed out that, given the presumption that restrictions are against the 
public interest, “there is nothing exceptional or contrary to the principles of 
our law in the procedure when cases come before the Court. The general 
principle of our law is that the onus of proof lies on him who asserts the 
affirmative.” Thus the parties to an agreement are required to prove what 
they assert, that, e.g., there are benefits of a specified character flowing from 








the agreement; while the Registrar has equal 
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order to reach a decision whether a restriction is or is not contrary to the pub- 
lic interest, the Court has to balance its findings under these heads against 
any detriment to the public or to persons not party to the agreement. The 
Registrar’s case to the Court therefore consists partly of an answer to the 
pleadings of the respondent under whichever of the seven heads have been 
chosen and partly of a demonstration of detriments. 

An example will help to make this clear. In the Cotton Yarn Spinning 
Agreement case,® the Association originally pleaded gateways (a) prevention 
of physical injury, (b) specific and substantial benefits to consumers, (e) the 
effect on unemployment, and (f) the effect on exports. During the hearing, 
they abandoned the pleadings under (a) and (f). This left (6) and (e) before 
the Court, which decided that (5) had not been proven but that (e) had 
been established. The Court then had to balance this passing of gateway (e) 
against the detriments alleged by the Registrar and found that the detriments 
outweighed the effect on unemployment expected to follow abandonment of 
the agreement, which was therefore declared contrary to the public interest. 
This case will be considered in some detail later; but, before discussing the 
cases, it is interesting to glance at some statistics of registrations. 


III. REGISTRATION OF AGREEMENTS 


The latest statistics which are available refer to the position on August 7, 
1959, when there were some 2,200 agreements on the register. Once an agree- 
ment is on the register it can only be removed by action of the Registrar, who 
can report to the Board of Trade that an agreement has no substantial eco- 
nomic significance and thereby be authorized to remove it. Abandonment of 
the restrictions contained in an agreement does not remove it from the regis- 
ter, and periodic reports have to be made to the Registrar of any changes in 
its provisions. Thus the number of agreements on the register continues to 
grow, as failure to register is made good and new agreements are concluded. 
On January 1, 1959, the number on the register was 2,020, with an increase of 
some 180 over the eight months to August, 1959. The Registrar had notified 
the parties that he intended to bring the agreements before the Court in 140 
cases on January 1, 1959, and in 380 on August 7, 1959. 

A significant feature has been the extent to which agreements have been 
abandoned or modified as a result of the first decisions of the Court (which 
were adverse to the agreements). It is known that many agreements were 
modified before registration in order to remove some restrictions (particularly 
collective resale price maintenance, declared illegal by the Act). The effect of 


5 Re The Yarn Spinners’ Agreement, [1959] 1 All E.R. 299. 
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legal precedent has been powerfully demonstrated since then. No less than 600 
of the 2,200 agreements on the register have in fact been abandoned, this in- 
creasing from a figure of some 150 in January, 1959. In about 250 of the 380 
cases in which the Registrar has given notification of proceedings, the 
agreements have been abandoned without coming to Court. No doubt others 
will be abandoned before proceedings actually start. One example can be 
cited. An agreement concerning electronic valves and cathode ray tubes was 
down for hearing before the Court in May, 1959. This had been investigated 
by the Monopolies Commission and a report published in 1956, in which cer- 
tain features were condemned. In the agreement as registered some of these, 
especially collective price-fixing, had been removed. A week or two before the 
case was due to be heard, the Association announced that the agreement was 
being abandoned, on the ground that, although it considered that the arrange- 
ments operated to the benefit of the public, it had been advised that “in the 
light of the reported decisions of the court the prospects of success are re- 
mote.” There had, in fact, been only three decisions of the Court reported, 
and only one (Cotton Yarn) which was relevant; the statement by the Asso- 
ciation referred to the “narrow definition” of the public interest in that case. 
The definition of the public interest is, of course, in the Act and not a matter 
for the Court. 


IV. Tue DeEcIsIONS OF THE CouRT: BENEFIT TO THE PUBLIC 


Only six cases have so far been decided by the Court. One, the Construc- 
tional Steel case,* was virtually abandoned early in the hearing, and the 
Court’s decision was largely formal. The first to be heard, that of the Chem- 
ists’ Federation,’ contained virtually no direct economic issues, the main 
pleading being that the restriction of sale of a wide range of goods to qualified 
chemists was necessary to protect the public against physical injury (gateway 
a) and that the public received corresponding benefits (gateway 5). The 
Court rejected this on the ground that the range of goods covered in the agree- 
ments (which included, e.g., brands of aspirin, digestive tablets, cod-liver oil, 
glucose barley sugar) was wider than necessary to protect the public from 
physical injury, and that in any case the restrictions provided no real protec- 
tion to the public in the case of those goods where there was a risk of injury. 
The agreement was therefore declared contrary to the public interest. 

This leaves four cases in which the issues were mainly economic. They can 
be set out schematically as follows: 


* Re British Constructional Steelwork Association’s Agreement, [1959] 1 All E.R. 428. 
™ Re Chemists’ Federation’s Agreement, [1958] 3 All E.R. 448. 
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Gateways 
Pleaded Decision 
Cotton Yarn Spinning: Minimum a, b,e,f Gateways (a) and (f) withdrawn. 
prices Gateway (b) not proved. Gate- 
way (e) proved but outweighed 
by detriments. 
Blanket Manufacture: Minimum b,g Gateway (b) not proved: there- 
prices and standards of quality fore contrary to public interest. 
Bread Making (Scotland) :® Mini- b, g Gateway (b) not proved: there- 
mum prices fore contrary to public interest. 
Water-Tube Boilers:!° Exchange b, d, f Gateways (b) and (d) not proved. 


of information about prices and 
some allocation of orders. 


Gateway (/) proved and not out- 
weighed by detriment: therefore 





not contrary to the public in- 
terest. 


It will be seen that gateway (5) is common to all cases; this is the existence 
of “specific and substantial” benefits to consumers. In no case has it been 
established before the Court, and the judgments in this regard merit detailed 
consideration." 

It is under this head that the associations have brought forward the stand- 
ard arguments which have long been used to justify restriction, and the way 
in which the Court has rejected them came as a considerable surprise to many 
people in industry. Apart from what has been called “the robust common 
sense” of the Court in dealing with these matters, the dominating elements are 
that agreements are prima facie against the public interest unless they can 
pass through one or more of the gateways, and that in deciding whether or not 
they do so pass the emphasis is on the effect on the public and not .on the 
industry concerned. The first of these has been made clear enough by the 
Court (as indeed it is clear enough in the Act) and need not be elaborated. 
The second, however, merits comment. Until 1956, matters of this kind were 
determined by the common-law doctrines of contracts in restraint of trade or 
of conspiracy. The main issue in contracts in restraint of trade was reasonable- 
ness as between the parties; although the public interest was not ruled out, in 
fact it never appeared as a significant element, if only because it had no 
specific representation in court. So far as conspiracy is concerned, a long line 

*In re Blanket Manufacturers’ Agreement, [1959] 2 All E.R. 1, aff’d [1959] 2 All E.R. 
630. 

* Re Scottish Association of Master Bakers’ Agreement, [1959] 3 All E.R. 98. 

© Report not available. 


™ It should be made clear that I am familiar with the detailed evidence in only one case, 
that on Cotton Yarn, in which I acted as economist witness for the Registrar. For the 
others, I have read only the judgments, 
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of decisions, from the Mogul case in 18921? to the Harris Tweed case in 
1942,8 showed that an association was legal if its purpose was to assist or 
protect the parties and not solely to damage another (with, as one judge put 
it, “disinterested malevolence”). The 1956 Act, however, puts the public 
interest as the essential issue; to quote the judgment in the Water-Tube Boiler 
case: “though the Association has proved that the scheme contains many 
advantages for its members [under gateway (5)], we are of opinion that they 
have entirely failed to prove that its abrogation would deny to the public'* 
any benefits,” and the plea therefore failed. It is this fundamental shift of 
emphasis which perhaps was not fully appreciated before the first cases came 
before the Court, and which has resulted in the Act being much tougher than 
had been generally expected. 

The arguments put forward under gateway (d) can be grouped under five 
main heads, which will now be considered in a little detail. 

The first is that agreements confer benefit on the public by keeping prices 
more stable. This was argued at length in the Cotton Yarn case, with the 
allegation that in a recession prices fell more rapidly under the minimum- 
price arrangements than they would in a free market, but to a prescribed 
minimum and not to an “uneconomic” level. When demand recovered, prices 
did not rise so high as they otherwise would because the confidence engen- 
dered by the scheme enabled spinners to make for stock, while the capacity 
of the industry had not been drastically reduced by a period of “cutthroat” 
competition. The Court rejected the argument, and the judgment is worth 
quoting: 

We think that any scheme which imposes a minimum price is bound in this or in 
other similar respects to contribute towards price stability. Any form of price con- 
tro! will probably make prices more stable than they would be in a free market. If 
price stability could be obtained without the sacrifice of a free market, it would un- 
doubtedly be a benefit; if it can be looked at in isolation, it is no doubt a benefit. But 
we do not think that the proper way of considering this point is to admit price stabili- 
sation as a benefit to the purchasing public, and defer for subsequent consideration the 
question whether the loss of a free market is a detriment to the public generally. We 
have to look at both sides of the medal. A question, for example, whether a con- 
tract for the sale of goods is beneficial is not divisible into two parts; it could not be 
argued that the acquisition of goods was of itself always a benefit and that the fact 
that they had been acquired at double the market price, while it might be a detri- 
mental corollary, did not prevent the acquisition from being beneficial. What we 
have to consider is whether price stabilisation, as an alternative to a free market, is a 


Mogul Steamship Co. v. McGregor, Gow & Co., [1892] A.C. 25. 
* Crofter Harris Tweed Co. v. Veitch, [1942] A.C. 435. 


“It should be noted here that the “public” in this case was construed as purchasers of 
boilers, i.e., mainly electric power undertakings, and not the general public as purchasers of 
electricity. 
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benefit to the purchasing public in the circumstances of this particular case. We can- 
not think that, as a general rule, it is a benefit; if we were to hold that, we would be 
going contrary to the general presumption embodied in the Act that price restrictions 
are contrary to the public interest. 


It is worth noting that the Court did not consider that the abrogation of the 
scheme would lead to any considerable fall in the price of cotton textiles; on 
the other hand, the Court emphasized that the “stable” price seemed to have 
taken the form of a fixed price, with the minimum effective more or less con- 
tinuously since 1952.15 In the Baking case, the Court (with a different pre- 
siding judge) reaffirmed this view, and went further in questioning the bene- 
fits of stable prices: 


It is not stabilisation of price by itself alone which is a benefit or advantage; it 
can only be stabilisation at the right level; it is difficult to envisage circumstances in 
which stabilisation at an excessive price level could be held to confer benefit on the 
consumer. We re-affirm the view already expressed by this court in Re Yarn 
Spinners’ Agreement that, as a general rule, price stabilisation as an alternative to a 
free market is not a benefit to the consuming public. Stabilisation does not appear 
to us to be necessarily a virtue. Indeed it may prevent or retard the introduction of 
progressive methods in industry and thus operate positively against the interest of 
the consumer. 


These statements are in refreshing contrast to those which often appeared in 
pre-war judgments (when, of course, the facts at issue and legal presumption 
were different). 

The second standard argument is that competition in price leads to debase- 
ment of quality and that minimum price agreements will result in a higher 
quality of product. This was again an important element in the Cotton Yarn 
case; indeed, the allegation that with the agreement competition was “chan- 


nelled” into quality was of critical importance.’® It was not accepted by the 
Court: 


Competition in quality is, no doubt, a benefit, but the removal of the restriction 
would not prevent it. If there were no restriction, the spinner would have a choice 
between giving better quality at the same price or the same quality at a lower price. 
Under the scheme, he is free to pursue only one of these courses. All that the removal 
of the restriction would do would be to give him back his freedom of choice. It may 
be that if one channel! of competition is closed, the volume in the other will be in- 
creased. If this increase can be said to confer a benefit at all on the purchasing public, 
we think that it is negligible. 


In the Blanket case, the agreement included a provision for maintaining stand- 
ards of quality, and on this the Court decided that there was a benefit to the 

* Before that, prices had been above the minima, which came into effective operation 
with the recession of 1952. 


It was, for example, the basis of the case put forward by the Association that the 
agreement did not reduce the efficiency of the industry. 
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public which “may properly be described as specific and substantial.” But it 
also made the point that improvement in quality since the war was due to 
keen competition in the industry and the specific provision of the agreement 
“and very little, if at all, to the existence of the minimum price scheme,” and 
that “this particular minimum price scheme does not prevent debasement of 
quality.” In Baking, the Court again referred to the Cotton Yarn judgment; 
it saw “no reason why freedom from restriction in price should, in general, 
lead to reduction in the quality of the product,” and in the particular case 
found that the respondents had failed to prove that “any fall in quality or 
service is likely to follow removal of the restrictions.” In Water-Tube Boilers 
the Court dismissed a contention about standards of performance as not “a 
valid argument.” It would thus seem that this particular argument, which has 
had so long a run, has at last been disposed of, unless the circumstances are 
highly exceptional. 

Third, there is the effect of restrictions in preserving the capacity of an 
industry in face of emergencies and fluctuations of various kinds. This was 
again a major element in the Cotton Yarn case, and it also appeared in the 
Water-Tube Boiler case; the circumstances of the two are widely different. In 
Cotton Yarn, it was agreed before the Court that the industry was in a long- 
term decline; nevertheless, it was alleged by the Association that, in the ab- 
sence of the agreement, capacity would be reduced too much, with conse- 
quent detriment to the public. The main reason for this was the abnormal 
fluctuations in demand alleged to occur through “speculative” activity of pur- 
chasers in a horizontally organized industry, with holding off when prices were 
expected to fall and large-scale purchasing when they were expected to rise. 
There is no doubt that this is an element in this industry, as it is in many 
others; but the Court took the view that the fluctuations were not so severe 
“as to call for exceptional measures to create and maintain reserve capacity.” 
If the agreement were abandoned, then after a period of dislocation, the 
Court saw “no reason to believe that the industry will be left without suffi- 
cient capacity to meet all the ordinary demands of the home market and to 
maintain, if not to increase, its share of the export market.” As will be seen 
later, it was an essential part of the judgment that the agreement served to 
maintain excess capacity and prevent the development of a more efficient in- 
dustry.17 

The output of Water-Tube Boilers has been expanding in recent years, and 
it is expected that there will be further expansion in the long run, with the 
growing demand for electric power. At the time of the hearing, however, the 


* The Association also pleaded the need to preserve capacity to meet “national emer- 
gency,” ranging from war to dislocations caused by cutting off of sources of supply. The 
Court rejected this, and it seems that it is not likely to re-appear in other cases except in 
special circumstances. It was originally expected that this would be a standard argument of 
respondent associations. 
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industry was at the beginning of a recession, which was expected to last about 
five years. The Court took the view that “it is in the national interest to pre- 
serve existing capacity in this special case.” It did not, however, accept the 
contention that the restrictions were necessary to this end; the industry is one 
of a few large firms, the six biggest being the members of the Association, 
and there was no evidence “to show they lack the resources to keep in business 
during the contemplated recession.” The significance of these judgments is 
perhaps mainly in the recognition that enterprises can and should make pro- 
vision for fluctuations and not expect to be insulated from them by restriction 
schemes. 

The fourth argument to consider is that agreements encourage, and provide 
the means for, research and development and modernization of capital equip- 
ment. This has appeared in all four cases. In Cotton Yarn, the emphasis of the 
Association was on the confidence provided by the scheme, which resulted in 
a higher level of expenditure on new capital equipment than would be under- 
taken without it. The Court accepted this in some degree: “we are impressed 
with the volume of evidence which shows that it is in fact the attitude of the 
mills.” It went on, however, to question how far this resulted in benefit to the 
public. Here the operation of the price-fixing scheme comes in, and its effect 
was to delay and limit any reductions in price which would be expected to 
result from the reductions in cost achieved by a higher rate of modernization. 
So in the end it was decided that the “advantage to the public in the form of 
cheaper and better goods to be derived from modernization resulting from the 
Scheme is not a substantial one and cannot therefore be brought within the 
Act.” In the Blanket case, the increase in confidence was also pleaded, but the 
Court thought that “the expenditure of money on modernization is due only 
to a very small extent to the existence of this minimum price scheme, seldom 
operative.” In Baking, during the hearing Counsel for the Association “very 
wisely conceded that he could not substantiate his claim in respect of re- 
search.” He did, however, maintain that the existence of restriction fostered a 
degree of co-operation which was of specific and substantial benefit to con- 
sumers. The Court did not accept this; it did not find evidence of beneficial 
co-operation, while any which existed was not regarded as dependent on the 
price restrictions. 

These three industries are not marked by any rapid rate of technical prog- 
ress. In Water-Tube Boilers technical progress has been very rapid in recent 
years, and research is of considerable importance. Here the Association 
pleaded that abandonment of the agreement would mean that the collective 
research department which it maintained and the individual research depart- 
ments of the firms would have to close down. Both of these pleas were re- 
jected. The expenditure on the central department was small (about £100,000 
a year), and the Court said, “if it is thought by the members to be worth while 
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to keep the department in being during a period of recession, they will in fact 
continue to provide this comparatively small expenditure. If they do not 
think it is worth while, they will no doubt reduce or close down the Research 
Department. There is nothing in this point.” Much the same was said in 
regard to the individual research departments, though here one factor was the 
view that the recession would not be very deep nor very long-lived. 

The fifth and final argument is that agreements serve to prevent the growth 
of concentration and monopoly. This was pleaded in Cotton Yarn and Baking, 
and in neither case did the Court think that there was anything in the point. 
In Cotton Yarn, the Court considered that the conditions in the industry were 
such as to make any approach to monopoly as a result of free competition 
unlikely, while even if the industry were reduced to the five large combines 
which now control 40 per cent of the output “it would not necessarily diminish 
competition.” In Baking, it was noted that a process of concentration had 
been going on for some time, and the Court decided that there was nothing in 
the evidence to show that this would be accelerated by removal of the restric- 
tions. 

Although the Court has found that in one or two matters the respondents 
were able to prove some benefit under gateway (5), in no case has this been 
of sufficient significance to affect the final judgment. The extent to which these 
standard arguments have failed to stand up to judicial examination has 
caused some surprise. Except for some economic writings, they have not often 
been challenged, while it should not be forgotten that during the inter-war 
years restrictionism in industry was actively encouraged. Professor Jewkes 
has discussed some of the reasons for the change in opinion which led to the 
postwar legislation; but that change of: opinion had not spread very far in 
industry. It certainly had not penetrated to many of those who operated and 
lived under restrictive agreements, and these were naturally concerned to find 
that actions which had been perfectly legal and had had official blessing for so 
long, and which were obviously in the interests of the producers (or at least 
some of them), should now come under a ban of being anti-social. 

It is true that some of the more sophisticated forms of these arguments have 
yet to come before the Court. The respondents have not yet mobilized modern 
economic theory in support of their cases to the same extent as has been done 
in the United States. Nevertheless, these first judgments have set a pattern for 
the future, and a good deal of the fallacious reasoning which surrounds this 
matter has been cleared out of the way. 


V. Tue DeEcIsIONS oF THE CouRT: OTHER MATTERS 


Of the other six gateways, (c) which relates to counter measures restricting 
competition in the industry, and (g) which is consequential on success in 
passing other gateways, have not yet come into the picture. Gateway (d), the 
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preponderant buyer, was pleaded only in Water-Tube Boilers, where it failed. 
Although it was proved that there was a preponderant buyer (the British 
Electricity Authority) in the home market, while the Court declared that it 
was sufficient for the condition to exist without its being necessary to prove 
that the preponderant buyer did in fact use his power to extort unfair terms, 
in this case the restriction was wider than necessary to meet the condition (for 
example, it applied to exports as well as to the home market), and was not 
reasonably necessary to enable fair terms to be negotiated. 

Gateway (e), unemployment, was a major issue in Cotton Yarn, while gate- 
way (f), exports, was the major element in Water-Tube Boilers. In both cases 
the pleas were successful, and then had to be balanced against the detriments. 
They will now be considered in some detail, together with the decisions on the 
balance of benefit and detriment. 

The issue of unemployment arose in Cotton Yarn because the industry is 
highly localized. Under the provisions of the Act, the Association specified 
eleven contiguous employment exchange areas in which it alleged that there 
would be serious and persistent unemployment if the scheme were abrogated. 
In four of the areas cotton spinning was so much the dominant industry that 
the effect would be particularly marked. The Registrar agreed that the abro- 
gation of the scheme would cause some unemployment, and the Court took the 
same view (as it was virtually bound to do). Unemployment would, of course, 
arise because some mills which were able to keep going at reduced capacity 
with minimum prices would have to close down when the market was freed. 
Neither side was able to make any guess of the extent to which this would 
occur. There was disagreement between the parties on two points. First, the 
Registrar pleaded that unemployment would be substituted for short-time 
working (which was general in the industry), that the total amount of “em- 
ployment” would increase but that it would be distributed in a better way 
from the point of view of the use of resources and of providing good condi- 
tions for the employed workers. The Association did not accept this, having 
argued that the restrictions had the effect of increasing the level of demand 
(through limiting the holding off of buyers in the recession), and considered 
that the amount of unemployment created would be much greater than admit- 
ted by the Registrar. Second, there was disagremeent about the extent to 
which unemployment would persist. The Association argued that a consider- 
able proportion of the displaced workers would fail to secure other jobs, par- 
ticularly in view of their high average age and of the rising level of unem- 
ployment generally at the time. The Registrar pleaded that the numbers left 
without jobs would not be so very great, relying on previous experience in the 
recession in the trade in 1952 and on the general recession of 1958 being no 
worse than that of 1952. There was here, however, a special difficulty in that 
the argument had to be based on the official statistics of unemployment. These 
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exclude the majority of married women in industry, and it was precisely this 
class which was an important element in this industry. The Registrar argued 
that the official definitions should be followed, that if a married woman lost 
her job and did not seek another she should not be regarded as unemployed. 
The Court did not accept this, but instead accepted the submission of counsel 
for the Association: “while the Ministry of Labour figures afford us a nec- 
essary basis and the only one we have for making calculations about the level 
of employment, we ought not to disregard these other factors because they are 
unquantifiable but should make the best estimate we can of their effect.” The 
Court then engaged in an exercise to show the effect on unemployment in the 
areas on certain assumptions, stressing that this was purely illustrative and 
not a finding, “because there is not sufficient certainty about any of these 
matters to enable us to compute the anticipated effect even in round figures.” 
Without repeating the assumptions here, the illustration gave an increase in 
“official” unemployment in the eleven areas from the existing figure of 4.3 per 
cent to one of 5.9 per cent. and in the four specially vulnerable areas from 5.2 
per cent to 7.8 per cent.8 

It was on grounds such as these, acting “without certainty and on the bai- 
ance of probabilities,” that the Court found “that the closing of mills conse- 
quent upon the abrogation of the Scheme to be expected in the eleven areas as 
well as in the four will have a serious adverse effect on the general level of un- 
employment in these areas. We find, though with even greater doubt and hesi- 
tation, that the effect will be persistent.” Thus the Association proved its case 
under clause (e). 

The Court had to balance this against the detriments. It found that three 
detriments had been proved by the Registrar. First, the level of prices was too 
high: 


[W]e are satisfied that the price of yarn could be lower than it is. We agree that 
there will not be any appreciable lowering of the price of cotton goods unless the 
cost in the intermediate processes also comes down; but we think that a lowering of 
the price of yarn may well start reductions which could mount up in a way which 
would, in the end, be appreciable—though not of great—benefit to the public. There 
is, therefore, a detriment here. 


Second, the restrictions had an adverse effect on exports (the reverse of 
the benefit originally pleaded by the Association): “. . . we are satisfied that 
quite a considerable export business has been lost, not so much in yarn as in 
cloth, through the rigidity of the Scheme.” Third, there was a waste of nation- 


** These figures refer, of course, to unemployment in all industries and not merely to 
unemployment in the cotton spinning industry. The number of unemployed workers added 
by increased unemployment in cotton spinning in this illustration was 10,000. The total 
number of workers in the eleven areas was about 600,000. 
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al resources. The Court did not accept the plea of the Association that this 
was too remote an effect to be regarded as a public detriment: 


Excess capacity in any industry means short-time working and idle plant. It is in 
the public interest that labour and capital should be employed as productively as 
possible, and we consider therefore that the excess capacity in the cotton industry 
is a public detriment. 


The Court made clear that it accepted the Registrar’s contention that this ex- 
cess capacity was inflated and that desirable reorganization of the industry 
had been impeded by the operation of the price agreement. 

Setting these detriments against unemployment and the benefits “to a 
small class of trade purchasers” under gateway (b), the Court decided that 
the agreement was against the public interest. This was not only an important 
but a courageous judgment. The industry was in a severe depression, while 
unemployment generally was rising. The Court was quite aware of the prob- 
able immediate consequences for the industry of its judgment: “But we are 
clear that once we have reached a conclusion of fact, it is our duty to disre- 
gard the consequences of our verdict.” It is not surprising that there was some 
consternation and demands from the Parliamentary Opposition (which had 
originally criticized the Act as inadequate) for a reversal of the judgment; the 
government rightly refused to interfere with the processes of law, but instead 
introduced a rescue operation for the industry. 

Apart from its importance as the first case in which various economic issues 
were considered, this judgment has special importance for two other reasons. 
First, it is perhaps the first challenge to doctrines of “full employment” main- 
tained by never doing anything which would involve a risk of unemployment 
in a particular industry or place. It is unlikely that any future case will be 
able to show a risk of unemployment comparable to this industry which is so 
highly localized and in which the probability of unemployment could be so 
clearly established. Fortunately, at least at the time of writing, the rise in 
recorded unemployment in the areas concerned has been far less than the 
Association pleaded and less than the Court appeared to expect. The fact that 
there had been recovery from the recession of 1958-59 has, of course, been 
important here. Second, restrictionism is ruled out as the appropriate remedy 
for a declining industry; this is in remarkable contrast to the views generally 
held (including those of judges in restraint of trade and conspiracy cases) in 
the inter-war years. 

The Water-Tube Boiler case was decided in favor of the Association. It was 
accepted by the Court that abrogation would be likely to result in a substan- 
tial decline in exports, and this was not offset by the detriments. Some descrip- 
tion of the industry and the agreement is necessary. Individual orders for 
boilers are large, and rapid technical progress has made them much larger 
than before. The biggest boiler under construction at the moment will cost 











BRITISH RESTRICTIVE TRADE PRACTICES ACT OF 1956 79 


about £6 million, while many of the smaller ones cost between £1 and 
£3 million. Each contract has to be to its own specification. There are only 
eight or nine companies in the United Kingdom capable of carrying out such 
orders, and the six largest form the Association. 

The Association originally had a system of allocating orders, but this was 
abandoned as a direct result of the passing of the 1956 Act and a new system 
devised. It was this new system which was before the Court. Very briefly, a 
somewhat involved procedure comes down to an exchange of information 
about prices which the members intend to quote in response to enquiries, fol- 
lowed by selection of a member on the basis of the recent “record of trading.” 
No other member is then allowed to change his intended price, but the 
selected member is allowed to reduce his price to that of the lowest, if he is 
not already in that position, so that the customer may get the choice of two 
tenders at identical prices with two or three others at higher prices. The object 
is, of course, to influence the allocation of orders so that each member gets his 
“share” of the market. It appeared that less regard was had to the record of 
trading in considering export orders than for home orders. 

It is clear that the Court considered the procedure to be reasonable. For 
one thing, only a relatively small proportion of the total orders in the period 
of 1957-58 had been directly influenced by the procedure. For another, the 
Court was satisfied “upon the evidence that the prices tabled by the mem- 
bers . . . are really competitive and keen prices, by which we mean prices 
which cover overheads and depreciation and allow a small, but only very 
reasonable, margin of profit.” Without the scheme, in an:“industry consisting 
of few companies having an excess capacity and chasing too few very large 
but infrequent orders,” it was accepted that “there would be a severe cut in 
prices.” The object of the scheme was, in fact, to “keep prices higher than 
they otherwise would be in a time of slack demand”; this appeared to be 
achieved without any substantial detriment in the form of generally higher 
prices.2® It will be recalled that the Court found that the Association had 
failed to prove any benefits under gateway (5); the apparent reasonableness 
of the scheme was thus relevant only to the balance of detriment against the 
passing of the exports gateway. 

The Court appears to have had some difficulty in deciding that abrogation 
of the scheme would be likely to cause a substantial reduction in exports. It 
was not possible to express any quantitative view, while there was only a bal- 
ance of probabilities; but 


giving the matter the best judgment we can, the abolition of Rule 5 [the relevant 
arrangement), operated in the way that it is in relation to overseas orders, would be 


“In the absence of knowledge of the detailed evidence, it is impossible to comment on 
this. 








80 THE JOURNAL OF LAW AND ECONOMICS 


likely to cause a substantial reduction in the volume of earnings of the export business 
compared to the total of the whole business (including export business) of the trade 
or industry. 


There were several reasons for this decision. The arrangements described 
were operated more flexibly for export than for home orders: “the principal 
object of members, when dealing with overseas orders . . . is to bring the order 
home to this country and there is less emphasis placed on the record of trad- 
ing.” Then, “paradoxical though it may seem,” the Court considered that the 
exchange of information involved in the procedure did enable members to 
obtain more overseas orders. It was also considered that the restriction assisted 
members to maintain overseas offices and sales staffs. There was also the con- 
sideration that the loss of a single order could involve a substantial reduc- 
tion in trade. The data for examining this decision are not available; but in 
some respects it appears somewhat questionable. The main element, however, 
is that the judgment is silent on whether or not any price discrimination is 
practiced as between home and export orders, and this is a serious lack. There 
would, in fact, appear to be some such discrimination, in that the export 
market was stated to be highly competitive, whereas prices in the home mar- 
ket were kept at a higher level than would exist in a free market.”° 

The final verdict was that “in all the circumstances of this case, we do not 
think that this detriment to the public [that purchasers of boilers may have to 
pay rather more than they otherwise would] outweighs the national benefit 
resulting from the maintenance of exports which we anticipate if the scheme 
continues.” This is the only one of the six cases so far decided in which the 
agreement has been declared not contrary to the public interest. It raises a 
general issue which will be mentioned in the next section. 


VI. Some CoMMENTS 


The success of the Act in bringing agreements to an end has greatly ex- 
ceeded even the most sanguine hopes when it was passed in 1956; the deci- 
sions of the Court in a handful of cases have transformed the situation. There 
are, however, some matters which can be called into question and which 
modify undue optimism. 

It has been pointed out that agreements which have to be abandoned may 
be driven underground. This is, of course, an obvious possibility. It is, how- 
ever, more difficult to operate a secret understanding than a formal agree- 
ment, so that abolition of the latter wili bring at least some gain. Moreover, 
the terms of the Act are not limited to formal or written agreements; an un- 
written Gentlemen’s Agreement would equally come under the ban, even 


™” There is one difficulty here in that orders for Commonwealth countries benefit from 
preferential duties; precise information on the effect of this is not available. 
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though its existence might be more difficult to prove.** Another argument is 
that abolition of agreements will encourage concentration of control and lead 
towards monopoly. This was, as already mentioned, specifically pleaded and 
rejected in the Cotton Yarn and Baking cases. As well as assuming that restric- 
tive agreements are to be preferred to unified monopoly or oligopoly, the ar- 
gument is often exaggerated and arises from too simple-minded a view of the 
industrial world. To believe that the competitive process must result in con- 
centration and monopoly is to believe that the world is completely static, that 
the amount of business is fixed (and is limited to a home market and home 
producers), that new firms can never enter the field, that there are no tech- 
nical changes to upset established market patterns, and so on. Although there 
are many trades and industries in which there are forces which encourage con- 
centration, there are also many in which there are forces which discourage it. 
In the former, the effect of agreements in limiting it are at least ambiguous and 
may well work the opposite way to that alleged by their supporters. In the 
latter, removal of agreements is likely simply to make the situation more com- 
petitive. Policy for preventing monopoly should be directed towards the 
many factors, institutional arrangements such as taxation systems among 
them, which encourage it, and not towards encouragement of restrictionism. 

The Act of 1956 continues the Monopolies Commission, and more vigorous 
use of this machinery would be at least a partial answer to any danger result- 
ing from the abolition of agreements. The resources devoted to the Commis- 
sion have been drastically reduced since the Court started to operate, and at 
the moment it is believed to be investigating only 1 couple of cases of monop- 
oly. Restoration to its former scale and then extension beyond that would be 
desirable, as this would at least provide more information about the opera- 
tions of monopolies; what ought to be done with it is another question. 

There is, however, one way in which the Act might assist secret agreements 
and possibly the development of concentration. This is the legalization of indi- 
vidual resale price maintenance. Apart from its more direct effects, individual 
price maintenance can be a useful instrument in securing collective control of 
the market; this was seen in the fact that some associations which abolished 
collective price maintenance when the Act of 1956 was passed were still able 
to operate the other restrictions, exercising their legally enforceable right to 
include resale price clauses in individual contracts. The Council on Prices, 
Productivity and Incomes (the “Cohen Council”) in their First Report of 
February, 1958, suggested that this matter of legal individual resale price 
maintenance might be re-considered in its context of the direct effects on 
retail prices. This indirect effect reinforces this suggestion. It is not, of 
course, an easy matter; one reason why the Act of 1956 legalized the practice 


™ Failure to register such an agreement would be a further breach of the Act. 
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was that the law was previously doubtful, and to make it illegal would be 
more difficult (and raise legal issues of contract) than the reverse. 

It has also been suggested that the Act is too sweeping in that practices 
which do no harm are made illegzl; that, in other words, the need to prove 
specific and substantial benefit is too severe. The Blanket case was an exam- 
ple. It was here decided that the scheme did not involve any other than negli- 
gible detriment (it was a “stop-loss” scheme which had never in fact operated 
since its inception), but “it is not sufficient to prove that it is harmless and 
may only do good. In the end, we have to satisfy ourselves that the price 
scheme passes the test of Section 21 (1) (b).... We reach the conclusion that 
the benefits cannot be described as specific and substantial.” As the agree: .nt 
was therefore declared contrary to the public interest, some features which 
the Court had regarded as desirable fell with it. The remedy here might be in 
use of the Registrar’s power to represent to the Board of Trade that an agree- 
ment should be removed from the register on the ground that it is not of sub- 
stantial economic significance.”* 

By contrast, the Water-Tube Boilers Agreement was declared not contrary 
to the public interest, even though some detriment was proved, and it had 
some undesirable features. This case raises the whole issue of the exports gate- 
way. The decision that an arrangement which was found to be detrimental in 
the home market was at the same time beneficial for exports is no new feature 
in anti-monopoly legislation. There is, for example, the Webb-Pomerene Act?* 
in the United States. In the particular conditions of Britain, it is not surpris- 
ing that the Act should contain a clause designed to protect the export trade. 
Yet its logic is Ly no means clear. It is improbable that the intention was to 
encourage price discrimination; but it is difficult to see how restriction in the 
home market can encourage exports except through this means. Insofar as 
they are made to depend on restriction in the home market, the standard 
arguments, such as those of economies of scale, will be found to have price 
discrimination wrapped up in them. It is a strange logic which argues (price 
discrimination always excepted) that arrangements which reduce competitive 
strength at home will be a useful instrument for increasing it abroad. It is un- 
fortunate that the Water-Tube Boilers judgment said nothing on the cent-al 
issue of discrimination. As it is, it suggests that this clause needs considerable 
further thought. 

The Act of 1956 was the result of a change in opinion toward restriction- 
ism, limited though it may have been. Writing in 1890, when the Sherman Act 
was becoming law, Alfred Marshall commented that it was “perhaps intended 
to be the expression of a sentiment that may help to guide public opinion 
rather than an enactment which will bear much direct fruit.” His reasons for 


* With, of course, obligation to restore if the agreement is changed. 
* 40 Stat. 516 (1918), 15 U.S.C. §§ 61-65 (1959). 
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this view were mainly the sweeping denunciation of monopoly and lack of 
guidance for the courts and the “skill with which it avoids any interference by 
the central authority with the internal affairs of the separate States.” Britain 
has followed the United States at an interval of over sixty years; although her 
legislation is proving more immediately effective than the Sherman Act, it 
may be that in the long run the effect on public opinion may be as important 
as the immediate consequences of the abandonment of restrictive agreements. 
It is noteworthy that, except for one matter about the scope of the jurisdiction 
of the Restrictive Practices Court raised by the Registrar, there have been no 
appeals to higher courts on the judgments so far given. Although it is true 
that appeal is possible only on points of law, it would not have been beyond 
the ingenuity of lawyers to challenge some of the findings on the grounds of 
interpretation of the wording of the Act (e.g., what is “specific” and what is 
“substantial” ?). That the judgments have been accepted almost without ques- 
tion is only one sign of their influence on opinion. 











DO UNIONS CAUSE INFLATION? 


ALBERT REES 
University of Chicago 


‘te most widely accepted position on the relation of wages to inflation is 
that there is a wage-price spiral. In this paper I will try to show why I do not 
agree with most of the implications of this position. The paper is organized in 
three main sections. The first deals with the effects of unions on the wages of 
their members, since these effects are thought to initiate the spiral. The second 
deals with the wage-price spiral concept directly. The third discusses the re- 
lations between the increase in prices and the level of unemployment. 


I. THe UNION IMPACT ON THE WAGES OF UNION MEMBERS 


It is usually assumed that unions have the power to raise the wages of their 
members. This is, I think, a correct assumption, but not a very helpful one 
unless something is said about (a) the probable magnitude of the effect of 
strong unions on wages; (b) the length of time over which additional wage 
gains can be made; and (c) what part of the present American union move- 
ment can be said to exert such an influence. Unless it can be shown that unions 
substantially affect the wages of a large number of members, unions are not 
likely to be powerful enough to initiate general wage and price movements 
under any circumstances. We do have some evidence of substantial union 
effects, though these effects are perhaps smaller than many people believe. 

There have been two main lines of research into the influence of unions on 
wages. One is the method of comparing wages or wage changes in a large 
number of union and non-union industries. Among the principal users of this 
method have been Arthur M. Ross and Harold M. Levinson. Some of their 
results are open to serious question, since they are heavily dependent on the 
selection of particular time periods and particular industries. It has thus been 
possible for different writers to come to opposite conclusions while employing 
the same general method and the same sources of data. Let us nevertheless see 
what order of union effects is suggested by these studies if they are taken at 
face value. 

Ross does not give a summary measure of his findings, but a reasonable 
reading of his tables shows a gain of roughly 12 per cent from 1933 to 1945 
for industries 80-100 per cent organized in 1945, as compared with industries 
less than 40 per cent organized.’ (I have expressed this percentage wage 
advantage on the 1945 wage of the less-organized industries as a base.) 


? Ross, The Influence of Unionism upon Earnings, 62 Q. J. Econ. 263 (1948). 
84 
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Levinson’s treatment of the same period shows no gain for the well-organized 
industries, nor does one appear when the period is extended to 1947.2 How- 
ever, Levinson’s tables suggest a gain for the strongly organized industries of 
roughly 10 per cent from 1933 to 1938. This advantage was apparently lost 
again during the war years. I know of no published studies extending this 
method of general wage comparison beyond 1947. 

The second line of inquiry is the intensive study of the effect of unionism 
on earnings and fringe benefits in a particular industry. This course has been 
pursued in a series of doctoral dissertations written in recent years at the 
University of Chicago. Three of these are especially pertinent in suggesting 
the extent of union influence in the case of very strong unions. The first is 
Stephen P. Sobotka’s study of the building trades;* the second is Rush V. 
Greenslade’s study of bituminous coal-mining;* and, the third is Elton 
Rayack’s study of men’s clothing.® Again, it is difficult to reduce these studies 
to summary measures. However, Sobotka’s study suggests that the skilled 
building trades unions had raised the earnings of their members by about 15 
per cent in 1939, while the union of unskilled workers had no effect. The 
strongest of the skilled unions by his measures, the plumbers, may have 
raised earnings by about 25 per cent. This study further suggests that 1939 
was a relatively favorable year for these unions and reasonably represents 
their effects in times of stable prices and rising employment. The late twenties 
seem to be better years for the building trades unions in terms of relative 
wages, but the years from 1946 to 1950 were not so good. 

Greenslade’s study suggests that in 1950 and 1951 the United Mine Work- 
ers may have caused the earnings of its members to be roughly 20 per cent 
higher than they would otherwise have been. 

Rayack finds that in the period 1922-28 the Amalgamated Clothing Work- 
ers was able to increase the wages of workers in unionized markets by some 
10-15 per cent above wages in comparable non-union markets, with the higher 
figure applying to the beginning of the period. However, in the period after 
World War II because of the declining demand for clothing and an aging 
immobile work force, the union’s influence on the total of earnings and fringe 
benefits practically disappeared. 

Unfortunately, we lack studies of the effect of the major unions in durable 
goods manufacturing industries in periods of stable prices. The whole litera- 


* Levinson, Unionism, Wage Trends, and Income Distribution, 1914-1917, 10 Michigan 
Business Studies No. 9 (1951). 

*Sobotka, Union Influence on Wages: The Construction Industry, 61 J. Pol. Econ. 127 
(1953). 

“Greenslade, The Economic Effects of Collective Bargaining in Bituminous Coal Mining, 
unpublished Ph.D. dissertation, University of Chicago, 1952. 

® Rayack, The Effect of Unionism in the Men’s Clothing Industry, 1911-1955, unpublished 
Ph.D. dissertation, University of Chicago, 1957. 
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ture on the impact of unions on wages will be reviewed, brought up to date, 
and extended in a study now being undertaken by my colleague, H. Gregg 
Lewis. This study may help to fill the gap. I should be surprised if many 
manufacturing unions have been as effective as the very aggressive Mine 
Workers, or the advantageously placed unions of skilled building trades work- 
ers, which are buttressed by closed shops, apprenticeship rules, and in many 
cases by state licensing laws. 

Let me attempt a rough guess, on the basis of our sketchy present knowl- 
edge, of the effects on wages of American unions during periods of relative 
prosperity and price stability. The United States membership of unions in 
1956 was about 17.5 million, about one-third of wage and salary employment 
excluding agriculture and domestic service. Of these members, perhaps one- 
fourth are in unions that have raised wages by 10-20 per cent. This group 
probably includes the skilled building trades and printing trades, the operating 
railroad brotherhoods, the coal-miners, the maritime unions, some of the 
teamsters, and various smaller craft unions. Perhaps half the totai number of 
union members are in unions that may have raised earnings by 5 to 10 
per cent. Included here are the unions in durable goods manufacturing, some 
unions in non-durable manufacturing and communications, and the trans- 
portation workers and unskilled construction workers excluded from the first 
group. Finally, the remaining fourth are in unions with little or no influence, 
largely because they do not fully control their jurisdictions. Included in this 
group are the members of retail and white-collar unions, of the unions in the 
shoe and textile industries and of the unions in the apparel industry. This 
group also includes members of government workers’ unions, which do not 
really engage in collective bargaining over wages. 

I should like to make it clear that I do not regard the available studies as 
showing that the union influence on earnings is negligible. Those who interpret 
data in this way seem to me to have exaggerated expectations of union in- 
fluence. These results have been cited only in order to attach rough orders of 
magnitude to statements about union influence. 

It should be noted that all the foregoing statements about union influence 
are in terms of achieving a relative advantage at a point in time; this formu- 
lation is deliberate. I know of no evidence that the relative advantage of 
unions tends to widen continuously over time, and certainly none that their 
relative gains could increase by 1 or 2 per cent a year over long periods. In- 
deed, there is both evidence and logic to the contrary. 

Ross and Goldner find that in the period 1933-46 newly organized unions 
made gains relative to workers who remained unorganized throughout, but 
workers organized throughout lost ground.* Their article, in my view, has 


* Ross and Goldner, Factors Affecting the Interindustry Wage Structure, 64 Q. J. Econ. 
254 (1950). 
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serious weaknesses resulting from its use of absolute rather than percentage 
comparisons, but correction of this defect would strengthen their conclusion 
about old unions. However, the 1933 wages for the industries unionized 
throughout probably already reflected a union gain, and some of this gain 
may have been left even though these unions lost ground. 

Additional evidence of a lack of continuously growing relative gains is 
given in the coal, building trades, and men’s clothing studies cited previously. 
The maximum influence of both the United Mine Workers and the Amalga- 
mated Clothing Workers on the wages of their own members was probably 
exerted in the early 1920’s; the unions of skilled building trades workers 
probably had their greatest influence between 1927 and 1931. When a union 
succeeds in gaining a strong relative advantage, it must then work hard merely 
to retain its lead and keep pace with the pressures generated by an excess 
supply of potential workers at the going rate and by the incentives it has 
created for employers to substitute other factors for union labor and to create 
labor-saving innovations. 

The extent to which members of strong unions can lose ground during in- 
flations is suggested by Sobotka’s study. During and after the first World War 
the ratio of the average hourly earnings of skilled construction labor to average 
hourly earnings in all manufacturing fell from 2.53 in 1914 to 1.64 in 1919. 
During and after the second World War the same ratio fell from 2.27 in 1939 
to 1.61 in 1944, and had recovered only to 1.67 by 1948. Greenslade found a 
similar movement for bituminous coal during World War II; average hourly 
earnings relative to all manufacturing dropped from 1.33 in 1939 to 1.11 in 
1944. In this case, however, the loss was more than reversed during the post- 
war inflation; by 1948 the ratio stood at 1.58. Rayack found that, in the 
inflation of 1920, wages in men’s clothing were often bid above union rates, 
and “the union found itself in the position of trying to keep down rates in 
order to maintain discipline.””* 

My study of the basic steel industry provides a contrast between the two 
wartime inflations. From 1914 to 1920, when steel workers were unorganized, 
they gained 10 per cent relative to all manufacturing in terms of average 
hourly earnings, while from 1939 to 1948 they lost 8 per cent.§ The long 
interval between wage negotiations is one cause of such effects. To this may 
be added a contributing factor. The reinforcement of downward wage inflexi- 
bility by unions has made employers hesitate to initiate wage increases in 
order to overcome short-run labor shortages, for fear that the high wage may 
outlive the shortage. 

In short, it is hard to see how unions can be responsible for sharp inflations, 


* Rayack, op. cit. supra note 5, at 46, 


* For a detailed discussion of this experience, see my article, Postwar Wage Determination 
in the Basic Steel Industry, 41 Am. Econ. Rev. 389 (1951). 
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in which they generally tend to lose ground. On mild inflation there is much 
less evidence, for there has been no sustained mild inflation since World War I. 
Paul H. Douglas gives data suggesting that unionized workers lost ground 
slightly in one such period of mild inflation, 1907-1914. During this period 
the index of average hourly earnings for union industries shows an increase of 
11 per cent, while that for non-union (“payroll”) industries shows an increase 
of 15 per cent.® 

If unions are a source of continuous growing wage pressure of the kind that 
could cause secular inflation, it must be through their effect on the whole level 
of wages rather than their effect on relative wages. This possibility is discussed 
in the following section. 


II. THt GENERAL LEVEL OF WAGES AND PRICES 


In the past decade we have become familiar with the reasoning summarized 
by the term “the wage-price spiral.” Closely akin to the wage-price spiral is 
the belief that wage increases won by unions spread to non-union workers and 
thus set the general level of wages. If this argument can be broadly accepted, 
it is not relevant to measure the effect of unions in relative terms, as I have 
tried to do in the preceding section. Unions can then raise the wages of non- 
members as fast as the wages of members and can cause inflation even though 
the relative wage structure remains undisturbed. In fact, Professor Sumner 
Slichter has argued that at times unions raise the wages of non-members faster 
than their own.*® 

The notions of the wage-price spiral and the general spread of union wage 
gains have descriptive, but not analytical, validity under special monetary 
and fiscal conditions. Failure to specify these conditions may lead to accept- 
ance of the reasoning under circumstances in which it is not applicable. Under 
conditions of continuously adequate aggregate demand, union wage increases 
can be followed by inflation and continued full employment. With inadequate 
demand, they can cause either shifts in the relative wage structure, or a one- 
time increase in the general level of wages, together with increased unemploy- 
ment. The flexibility of non-union wages determines which of the last two 
possibilities will actually occur. 

First, let us consider wage-price relations. Suppose that during a given 
period all union members get wage increases that exceed the rise in output per 
man-hour. It is argued that employers will pass on in their prices both the 
resulting increases in direct labor costs and the increases in indirect labor 


*P. H. Douglas, Real Wages in the United States, 1890-1926, 97, 102 (1930). I cite the 
data for 1907 because it is the first year for which the data for “union” industries are truly 
union rates. 


* Slichter, Do the Wage-fixing Arrangements in the American Labor Market Have an 
Inflationary Bias? 44 Am. Econ. Rev. 322 (1954). 
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costs embodied in their purchases of goods and services from other organized 
employers. This in turn leads to a rise in consumer prices, to new demands for 
wage increases, and so on without limit. This reasoning assumes that con- 
sumers will continue to take the same quantities of goods at higher prices. 
However, to the extent that employers meet customer resistance, they will 
tend both to reduce employment and to absorb cost increases; both of these 
reactions will check the spiral. Put another way, a higher level of wages and 
prices must be financed. It can be absorbed only with adequate demand. But 
there is nothing about the process of raising costs that guarantees that de- 
mand will be adequate. 

The spiral concept was born in the immediate postwar years when the 
financing of higher wage and price ievels was assured by the existence of tre- 
mendous liquid-asset holdings by firms and individuals. The holders would 
have wanted to spend these holdings on goods in any case. But this is only to 
say that wage increases provided an avenue through which a disequilibrium 
situation could be brought to balance. At times wage increases may offer 
producers a convenient excuse for revising prices that lie below the demand 
schedule for the products in question. I have argued elsewhere that basic steel 
producers in the postwar years have tended to “save up” increases in other 
costs and pass them on in price increases at the time wages rise.’ The causes 
of such behavior may include excess demand at previous prices and certainly 
include an attitude on the part of government, customers, and the press, which 
holds price increases directly associated in timing with changes in labor costs 
to be permissible and all other price increases to be unwarranted. Given the 
atmosphere in which they had to operate, large corporations that raised prices 
in proportion to wage increases were behaving sensibly. The result, however, 
tends to give a grossly exaggerated notion of the role of wages in an inflation- 
ary process. 

If there is no pre-existing excess demand, wage increases can lead to infla- 
tion only in one of two ways. In the first of these ways, wage increases would 
automatically tend to expand the supply of money or increase its velocity of 
circulation. This would happen if businessmen drew down cash balances or 
turned to the banks and obtained additional credit to finance higher wage bills, 
increased values of inventories, and perhaps increased investment in labor- 
saving equipment. Similarly, higher incomes could lead workers to expand 
their purchases of durable goods and thus lead to an expansion of instalment 
credit. These effects will operate only if the Federal Reserve System is un- 
willing or unable to control the volume of bank credit so as to stabilize prices. 
It is hard to imagine how it could be unable to do so except in some broad 
political sense. 


™ Wage-Price Relations in the Basic Steel Industry, 1945-1948, 6 Ind. & Lab. Rel. Rev. 195 
(1953), 
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The second way in which a wage increase could force the financing of its 
own survival and spread would arise if there were a firm commitment on the 
part of government to maintain full employment at all times. If higher wages 
threatened to produce any unemployment above an irreducible minimum, the 
government would have to create new demand through monetary or fiscal pol- 
icy. But such a full-employment guarantee would probably be inflationary 
even without union pressures. 

The price rise of 1955-57, the sharpest peacetime price rise in recent years, 
has been widely blamed on the wage-price spiral. But this position loses most 
of its plausibility when the price rises are examined in detail. The sharpest 
rise in wholesale prices of finished goods was for finished producer goods, 
where a major investment boom caused a sharp rise in demand. At the con- 
sumer level the largest price increases were for foods and services, both pro- 
duced in weakly unionized sectors of the economy. Consumer durables, pro- 
duced in highly unionized industries, had a lower retail price level in 1957 
than in 1951-53. 

The second main form of the argument that unions can cause inflation in- 
volves the spread of wage increases from union to non-union industries. In a 
union’s immediate sphere of influence, there are some unorganized workers 
who will always benefit immediately from a union wage gain. These include 
the clerical and supervisory employees of employers whose production workers 
are organized. They also include the employees of the few non-union employ- 
ers in strongly organized industries or communities. Such employers follow 
union wage patterns as part of the price of keeping unions out. 

In a broader sense, however, the transmission of wage patterns depends 
heavily on the strength of aggregate demand. If union employers can pay 
higher wages and still continue to expand their work forces, they tend to pull 
more and better workers away from other employers and thus lead these 
employers to raise wages in order to hold their labor. But if higher wages 
force the union employers to curtail employment, the effects will be very 
different. 

If wages elsewhere are flexible downward, the workers released will soon be 
hired by other employers, and the non-union level of wages will tend to fall. 
There will be little movement in the general level of wages, and, if there is 
any, its direction will depend on the precise shapes of the demand schedules 
of union and non-union employers. If wages are inflexible downward in the 
non-union sector, as is usually true, the general wage level must rise, but 
unemployment will be created that will tend to check any further rises. Cer- 
tainly, few non-union employers will emulate union wage increases. 

The choice between the alternative outcomes is not the unions’, except that 
they can forego wage increases that seem likely to curtail employment. The 
choice is again basically that of the monetary and fiscal authorities. 





DO UNIONS CAUSE INFLATION? 


III. UNEMPLOYMENT, WAGES, AND THE Price LEVEL 


It is clear that there is some level of unemployment high enough to check 
price rises by curtailing the demand for goods and services and to check wage 
rises by curtailing the demand for labor. But much depends on how high this 
rate is and whether it is regarded as tolerable or excessive. More broadly, we 
may ask on what terms can decreases in unemployment be exchanged for 
increases in prices? This question concerns not merely the “terms of trade” 
at a single point but the way they change as the unemployment rate varies. 

For example, we might find that a 4 per cent average unemployment rate 
over the whole business cycle implies an average annual price rise of 2 per cent 
but that a 5 per cent average unemployment rate is consistent with price 
stability. In this case we might regard price stability as worth the cost. How- 
ever, we might find that increasing the average unemployment rate from 4 to 
5 per cent reduces the average rate of price rise from 2 per cent to 1.5 per cent. 





In this case we might prefer the lower rate of 
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™ See, e.g., the testimony of Alvin H. Hansen in Herings on the 1954 Economic Report 
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63 J. Pol. Econ. 1 (1955). 
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been given the frightening name “inflationary depression.”** However, a study 
of the record of the seven other recessions since 1920 shows that in four of 
them the Consumer Price Index rose during the first seven months.'® 

The second difficulty in assessing the relation between unemployment and 
price stability arises from the probable upward bias of the Consumers Price 
Index. Although this index is one of the best price indexes in the world, it is 
far from perfect. When there is improvement in the quality of items included 
in the index of a kind that cannot be eliminated by statistical adjustment, the 
index has an upward bias; similarly, there is a downward bias when quality 
deteriorates. Since it is certainly true that over the long run the quality of 
most products and services is improving, we can be reasonably certain that 
the index has a long-run upward bias. Of course, the index is unlikely to rise 
for long if there is a decline in the true price level. However, it is quite pos- 
sible for the index to rise too much and too long when the true price level is 
rising and to fall too little and for too short a time when the true price level 
is falling. Over a period of years this bias can have a large cumuiative effect. 

What we really want to measure is not so much the price of what we pur- 
chase as the price of the services these purchases provide. If an automobile 
tire lasts twice as many miles as it used to, the price per mile may have fallen 
even if the price per tire goes up. If one can be cured of pneumonia by spend- 
ing one week in the hospital instead of two, the cost of getting well has fallen, 
although the price per day of a hospital room may be rising. To some extent, 
precision in specifying commodities may work against us in such situations. 
If orlon provides services equa! or superior to those of wool at lower cost, the 
price of sweaters, for example, is falling. But if we treat wool sweaters and 
orlon sweaters as different commodities, this “price decline” will never be 
reflected in the index. 

Closely related to the problem of quality change is the problem of com- 
pletely new products. The price of new products typically falls rapidly rela- 
tive to other prices when the product is first introduced. Later the price may 
stabilize or rise. The trend of price indexes will be influenced by the time 
when such new products are first included in the index. Typically, such prod- 
ucts have been introduced into the Consumer Price Index only after they 
have been in use for a considerable period, and this may contribute to an 
upward bias of the index. 

In short, it is not clear that there has been any rise in the true level of con- 
sumer prices over the past decade except for the brief rise caused by the 
Korean War. If this is so, the problem of the wage-price spiral may be largely 
illusory. 


See Lerner, Inflationary Depression and the Regulation of Administered Prices, in 
The Relationship of Prices to Economic Stability and Growth 257 (Joint Economic Com- 
mittee, 85th Cong., 2d Sess., 1958). 


* See Moore, Measuring Recessions, 53 J. Am. Stat. Ass’n 259 (1958). 
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The foregoing should make it clear that there is no simple, mechanical way 
to measure the level of unemployment compatible with price stability. My own 
reading of the postwar record suggests that reasonable price stability is com- 
patible with an average level of unemployment over the full cycle of 5 per 
cent on present definitions. This would mean that in years when unemploy- 
ment is low, say, 4 per cent, wages would rise faster than the long-term average 
rate of increase in productivity. Such years would be balanced by years of 
mild recession with unemployment of, say, 6 per cent, in which the rate of 
wage increase would be smaller than the average growth of productivity. Such 
an economy—in which unemployment fluctuated within limits of 4—6 per cent, 
prices were stable, and wages rose on the average by 2-3 per cent a year— 
would clearly be both a good one and a difficult one to attain. Yet our experi- 
ence does not show that it is impossible. 


TABLE 1 
UNEMPLOYMENT RATE AND CONSUMER PRICES, 1948-57 


ConsuMER Price InpEx 





Unem- Per Cent Change 
PLOYMENT 1947-49 from Preced- 

YEAR RatTe* = 100 ing Year 
RS ax: dane 3.8 sr  06060t~—tsC mn 
1949... 5.9 101.8 —1.0 
1950 5.3 102.8 +1.0 
1951 3.3 111.0 +8.0 
1952 3.1 113.5 +2.3 
RD cai arig occa 2.9 114.4 +0.8 
. See 5.6 114.8 +0.3 
Seer 4.4 114.5 —0.3 
EE ae 4.2 116.2 +1.5 
is demeainone 4.3 120.0 +3.3 


* Unemployment as per cent of the civilian labor force; new definitions effec- 
tive January, 1957, used throughout. 


A 
° 


The preceding discussion assumes that an unemployment rate as high as 
6 per cent during any year is sufficient to prevent most wages from increasing 
at all, to keep the remaining wage increases moderate in size, and perhaps to 
produce small and scattered wage decreases at points where cyclically low 
demand coincides with long-run declines in demand. This is roughly the ex- 
perience during the recession from mid-1953 to mid-1954. It seems reasonable 
for recessions preceded by a period of reasonably stable prices and wages. A 
recession like that of 1949 which terminates a period of rapid price and wage 
increases will not prevent some substantial “catch-up” wage increases for 
groups whose wages tend to lag behind wages generally. Railroad workers and 
government employees are examples of such groups, and some wages will rise 
during recessions because of the operation of long-term agreements negotiated 
earlier. 

The check to wage increases provided by short periods of moderately high 
unemployment has probably been reduced by collective bargaining. However, 
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the industry composition of union membership is such that the well-organized 
industries experience considerably more unemployment than the economy as 
a whole. Pressures for wage increases are also relaxed by the shorter hours 
associated with mild recessions. On the other hand, rates of unemployment as 
low as 3 per cent would probably produce conditions sufficiently inflationary 
that collective bargaining would act as a drag on the rate of wage increase. 
The presence of bargaining thus may widen slightly the unemployment limits 
within which it is desirable to operate. However, if bargaining has increased 
the average level of unemployment over a full cycle, that is, compatible with 
stable prices, the increase cannot be large. 

Low unemployment can be produced only by creating a strong demand for 
labor, which is derived from the demand for products and services. High de- 
mand for products tends to increase product prices directly; only in the cases 
where the demand for particular products is declining is the impact felt solely 
through the “back door” of labor and materials costs. If wages were held down 
by controls or by union “restraint,” very low levels of unemployment could 
still be achieved only by allowing prices to rise. 
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HE hypothesis that inflation causes real wages to decline has won wide ac- 
ceptance among economists.! Probably the strongest piece of empirical evi- 
dence that has been mustered in its support is the data on wages and prices 
contained in Mitchell’s famous study of inflation in the North during the Civil 
War. It is the thesis of this essay that there exists an alternative explanation 
that Mitchell failed to consider which constitutes a more satisfactory ex- 
planation of the phenomena he observed. The purpose of this essay is to 
present this alternative explanation. 

In his study of inflation in the North during the Civil War, Mitchell, after 
examining the evidence for the period, concluded: 


All of the statistical evidence that has been presented in the preceding pages sup- 
ports unequivocally the common theory that persons whose incomes are derived from 
wages suffer seriously from a depreciation of the currency. The confirmation seems 
particularly striking when the conditions other than monetary affecting the labor 
market are taken into consideration. American workingmen are intelligent and keenly 
alive to their interests.” 


The evidence that led Mitchell fo this conclusion consists primarily of the 
time series of real wages shown in Table 1.* 


* The authors benefited from the comments of Professor Cagan of Brown University, Pro- 
fessors Hamilton, Lewis, Rees, and Stigler of the University of Chicago, and Professor Evans 
of the Massachusetts Institute of Technology. 


* This is the subject of another paper entitled: The Meaning and Validity of the Inflation- 
induced Lag of Wages behind Prices, which will appear in 50 Am. Econ. Rev., March, 1960. 
Both of these papers are part of a larger study of the redistributive effects of inflation spon- 
sored by the Merrill Foundation for the Advancement of Financial Knowledge. 


*W.C. Mitchell, A History of the Greenbacks 347-48 (1903). 


*Ibid., at 342. This is one-half of Table XLVI. It is the half computed with variable 
weights for the wage index. Since Mitchell regarded variable weights as better than constant 
weights, the index with variable weights will be used as Mitchell’s wage index throughout 
this paper. 
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Mitchell also arrived at the conclusion that “real profits were unusually 
large during the Civil War, therefore, but large because real wages, rent and 
interest were low,” with virtually no direct evidence on real returns to profit 
receivers.* In reaching this conclusion that real profits increased because real 
wages and real returns to rent and interest receivers declined, Mitchell postu- 
lated, and this is not explicit, that the rate of return to all agents of produc- 
tion taken jointly was constant between 1860 and 1865.5 

The price index for Mitchell’s real-wage calculations is based on the median 
observation of ninety wholesale prices using 1860 as a base. Observations 
(January, April, July, and October) were recorded for every year studied. 
The observations for the wage index are weighted. Mitchell, in his chapter on 
prices, argues that a wholesale price index ought to be satisfactory for detect- 
ing the effect of the issuance of greenbacks upon prices, but he revealed some 


TABLE 1 
AVERAGE CHANGE IN REAL WAGES OF OVER 
5,000 WAGE-EARNERS 


Index of Index of 
Date Real Wages Date Real Wages 
Jan., 1860... 100 Dg WO. oc cas nas 89 
July, 1860.... . 100 | re 86 
en MES baca5«'s 102 Ss =r 81 
July, 1861....... 104 Jury, 1006. ....... 71 
Jan., 1862........ 102 Jan., 1666. ....... 67 
July, 1862 ei 101 DO 66 ach aos 97 


reservations about the suitability of this index for cost-of-living calculations." 
Despite these reservations, Mitchell used this wholesale-price index for meas- 
uring real wages. 

The representativeness of the ninety commodities in Mitchell’s wholesale- 
price index of wage goods (or, for that matter, prices generally) is highly 
questionable. His index, like most wholesale-price indexes, contains no rent 
component. Internationally traded goods are strongly represented, and this, 
as will be developed, gives the index a strong upward bias for most of the time 
period with which Mitchell was concerned. (Almost two-thirds of the com- 
modities that could be unambiguously classified as either domestic or inter- 
national were found to be international [see the Appendix].) Furthermore, 
many of the commodities in the index—opium, copper, linseed oil, soda ash, 
quinine, oxide of zinc, sulfuric acid, turpentine, rubber, copperas, lead, tin 


* Ibid., at 382. 


°Ibid., at chaps. 6 and 7 (Part II), which contain direct evidence on the real returns to 
interest and rent receivers. Almost no evidence on profits appears in this volume. 


* Ibid., at 244. Even for this limited purpose of detecting the effect upon prices, it appears 
that this index overstated the extent of inflation, particularly from 1860 through 1864. 
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plate, and alum—should be regarded as of little direct significance for meas- 
uring prices of wage goods. 

Yet it is easy to make too much of the fact that Mitchell employed a 
wholesale-price index as a deflator. In his subsequent work on the Civil War, 
Mitchell computed a consumers’ price index for this same period with an inde- 
pendent set of data.’ These data (reproduced as part of Table 2)8 also reveal 
a substantial fall in real wages, although neither as large a fall as observed 
when the wholesale price index is used nor as sharp a recovery in 1865. They 
buttress Mitchell’s conclusion that real wages fell during the Civil War. Inci- 
dentally, this later study seems to have shaken Mitchell’s earlier confidence in 
the alertness of American workmen to their interests; and he observes in this 
later work: 


In the ‘60’s and, though in somewhat less degree, in the ‘70’s, the labor market 
of the United States was one in which individual bargaining prevailed. Now the in- 
dividual laborer is a poor bargainer. He is ignorant of the possibilities of his situation, 
exposed to the competition of others with the same disabilities, more anxious to sell 
than the employer to buy. Moreover, custom in the form of rooted ideas about what 
is a “fair wage” has a peculiarly tenacious hold upon the minds of both parties in the 
labor market, weakening the wage-earner’s aggression and strengthening the em- 
ployer’s resistance.® 


TABLE 2 
CONSUMERS’ PRICES, MONEY WAGES, AND REAL WAGES 
Year Prices Wages Real Wages 
PS re 100 100 100 
1861... a a eriee 104 99 95 
ES ore kmeecaunee aes 117 104 89 
1863... re. 140 119 85 
1864.... Poeenawk 170 142 83 
1865... cecwns 179 155 87 


Mitchell readily accepted the hypothesis that inflation accounted for the 
observed fall in real wages, with substantially no consideration of conditions 


*W. C. Mitchell, Gold, Prices and Wages under the Greenback Standard (1908). This is 
the data contained in the so-called Weeks report. They were collected in 1890 by question- 
naires sent to businessmen. The data used for Mitchell’s wholesale-price index are contained 
in the Aldrich report, also collected in 1890 but by government agents from actual records 
rather than from questionnaires. Consequently, it appears that Mitchell chose the wholesale- 
price index because it contained what most observers would regard as “better data.” 


*The semiannual wage data are reported for January and July of each year. The July 
observations are used on the grounds that they are a better match for the annual price data 
than either the January figures or an average of January and July. See ibid., at 91, Table 30, 
for the price data. The wage data are from Mitchell, A History of the Greenbacks, at 310, 
Table XXX. 


® Mitchell, Gold, Prices, and Wages under the Greenback Standard, at 275-76. 
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other than monetary despite his protestation to the contrary.'° Because of his 
failure to consider conditions other than monetary (i.e., “real forces”), 
Mitchell accepted an explanation of his observations that is inconsistent with 
the way economists explain changes in price ratios in markets other than 
labor. He rejected a standard explanation with a wide range of applicability 
in favor of an ad hoc explanation, without first showing the inapplicability of 
the standard explanation. It is the thesis of this paper that, if Mitchell had 
considered non-monetary conditions more extensively, he would not have re- 
garded his observations as unequivocally supporting the hypothesis that the 
observed fall was attributable to inflation. Indeed, there are grounds for in- 
ferring that the inflation resulting from the issuance of greenbacks led to a 
higher level of real wages than Mitchell would have observed in the absence 
of inflation. 

Mitchell’s real-wage data and the observed fall in real rates of return to 
other agents of production can be explained as a consequence of three non- 
monetary phenomena. These phenomena can be regarded as “real” forces, 
in the sense that the implications of their existence for real wages can be 
analyzed by the theory of relative prices as distinguished from monetary 
theory. These three forces are (1) the outbreak of warfare between the North 
and the South, which curtailed, if it did not eliminate, previous trading rela- 
tionships; (2) the special economic characteristics of the base year, 1860; 
and (3) the tax system used to divert resources from the community to the 
government. All three of these phenomena operated jointly and independent- 
ly of inflation to drive up the prices of goods and services relative to wages 
and other factor incomes generally during the Civil War. The remainder of 
this paper is concerned with the economic implications of these events. 
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I. THE OUTBREAK OF WARFARE 


The outbreak of the Civil War almost completely destroyed the triangular 
trade relationship between the North, the South, and England. Before the 
war the North had an export surplus on current account in its trade with the 
South and a deficit with England, while the South had a surplus with England. 
Hostilities and the ensuing blockade forced all three parties into what must 
be presumed inferior trade relations with a consequent loss in real income for 
all. In particular, the North was left with inferior markets for its exports and 
inferior sources for many commodities such as cotton and turpentine formerly 
imported from the South. Similarly, the South had to find new markets for its 
cotton and new sources for the manufactured goods and foodstuffs previously 
obtained from the North. 


” The factors other than monetary that Mitchell considered are: (1) the withdrawal of 
one-seventh of the labor force for war services; (2) more fully employed workers during 
the war than before the war started; and (3) a decline in the average quality of the labor 
force. Mitchell, A History of the Greenbacks, at 348, 350, and 383, respectively. 
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An examination of the relevant trade statistics leads to the conclusion that 
the outbreak of hostilities presented the North with what would be regarded, 
by modern standards, as an incredibly difficult balance-of-payments problem. 
Before the war, roughly two-thirds of all exports of goods and services for the 
entire country consisted of cotton.!! This source of foreign exchange was, for 
all practical purposes, completely lost to the South and hence to the North. 
Moreover, southern sources of cotton were in part replaced by imports of 
cotton from abroad. This implies that not only did the North lose much of 
its power to earn foreign exchange at the prewar exchange rate but also that 
its foreign-exchange “requirements” increased because foreign cotton in part 
replaced southern cotton. 

During the early years of the war the loss of foreign-exchange earnings re- 
sulting from decreased cotton exports were partly offset by extraordinarily 
large Northern wheat crops at a time when crops were short elsewhere in the 
world. Consequently, exports of wheat, particularly to England, increased 
sharply.'* Wheat exports, as compared with prewar, increased by a factor of 
between four and five during the fiscal years 1861, 1862, and 1863.15 Never- 
theless, total wheat exports in each year represented less than one-fourth of 
the decline in the yearly value of cotton exports caused by the northern 
blockade. Consequently, one would expect enormous deficits on current ac- 
count for this reason and large exports of gold as a result. 

The difficulties of the North with respect to its trade balance on current 
account were aggravated by capital flights during the early part of the war. 
Before the war the United States was normally a net importer of capital. This 
source of foreign exchange was lost during the early years of the war, and, in 
addition, many foreign investors converted their American securities into 
gold.'* Net interest payments to foreigners declined by one-third between 
1860 and the wartime low point (1863).?° In part, these capital movements 
out of the country were offset by the sale of American-owned ships abroad.'® 

"U.S. Dep’t of Commerce, Historical Statistics of the United States, 1789-1945, p. 247, 


series M56—67 (1949); and Secretary of the Treasury, Commerce and Navigation of the 
US. (1859), and (1860). 

™C.W. Wright, Economic History of the United States 530 (1941) ; and Mitchell, A His- 
tory of the Greenbacks, at 530. Fite says: “The largest increase in demand came from foreign 
countries, for in the three years 1860, 1861 and 1862 the harvests of Great Britain were a 
failure, and in one of the years those of all Europe.” E. D. Fite, Social and Industrial Con- 
ditions in the North during the Civil War 17 et seq. (1930). 

Historical Statistics, op. cit. supra note 11, at 247. These are fiscal years ending on the 
last day of June. 

*D. R. Dewey, Financial History of the United States 294—95 (12th ed., 1934). 

“Graham, International Trade under Depreciated Paper: The United States, 1862-79, 
36 Q. J. Econ. 220, 231 (1922). 
* Ibid. 
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Nevertheless, for the early years of the war, international capital movements 
intensified the North’s balance-of-payments problems. 

The problem of reconciling the reduction in the North’s ability to pay for 
imports with its desires for imports was resolved by a measure undertaken to 
achieve quite another purpose. The suspension of specie payments was the 
consequence of the incompatibility between the issuance of greenbacks and the 
maintenance of convertibility of notes into gold at prewar exchange rates. As 
a result, the North abandoned the gold standard at the end of 1861.17 Gold 
became a commodity that was freely bought and sold without the govern- 
ment’s taking a position in the gold market. Consequently, gold was released 
from some of its monetary functions, and the hoarding which had begun as a 
result of gold’s undervaluation at the old exchange rate was reversed. 

Abandonment of the gold standard, while the major trading countries of 
the world remained on this standard, made the price of foreign exchange a 
function of the price of gold, or, to use the language of the times, the 
premium on gold. Inconvertible fiat money, referred to popularly as “green- 
backs” and officially as “United States notes,” were issued as a means of war 
finance and became the currency of the times (except in California and 
Oregon). As a result, the price of gold as measured in greenbacks determined 
the cost of foreign exchange. The free-exchange rate eliminated the develop- 
ment of foreign-exchange “shortages,” and the magnitude of the foreign-ex- 
change problem of the North was largely unrecognized both then and now. 

After the abandonment of the gold standard, the price of gold rose relative 
to prices generally. This change in the real cost of gold (i.e., the increase in 
the cost of gold as measured by the exchange value of gold for goods and 
services generally) is crucial for sustaining two related propositions: (1) that 
Mitchell’s wholesale-price index overstated the rise in prices because of the 
strong representation of internationally traded goods in the index, and (2) 
that non-monetary forces played a role in reducing real wages as measured 
by Mitchell. 

A rise in the price of gold relative to prices generally implies that the real 
costs of imports rose. Or, to put the matter another way, the amount of a 
typical export the North exchanged for a pound of pepper increased. This is 
equivalent to saying that the terms of trade turned against the North. How- 
ever, inflation should not cause the terms of trade to change. Inflation, ac- 
cording to purchasing-power-parity theory, causes the money cost of foreign 
exchange to rise as the price level of domestic goods and services within a 

* The departure from gold was precipitated by the so-called Trent affair. However, the 
run on the banks would not have been as severe as it was if notes had not been created as a 


means of war finance. And, in any case, suspension was inevitable if greenbacks were to be 
issued as they in fact were. See Mitchell, A History of the Greenbacks, at 37 et seq. 
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Is country rises relative to comparable price levels abroad. Consequently, the 
domestic prices of imports should increase pari passu with the general price 
ir level as a result of inflation.’ Any increase in the domestic price of imports 
0 beyond what is implied by purchasing-power-parity theory reflects the opera- 
e tion of non-monetary forces. Changes in the prices of domestic goods vis-a-vis 
e corresponding foreign price levels reflect the increase in the greenback cost of 
S gold attributable to inflation. The rise in the price of gold beyond that attrib- 
d utable to the inflation is to be ascribed to non-monetary or “real” forces. 
\- As a practical matter, foreign price levels can in this instance be represented 
by English prices, since most of American foreign trade was with England. 
a Therefore, the ratio of United States to English domestic prices can be used 
as an indicator of how much the exchange rate (i.e., the price of gold) should 
of have risen as a result of the issuance of greenbacks. And the difference be- 
a tween the rise in the price of gold predicted by purchasing-power-parity and 
e the actual price of gold is imputable to non-inflationary forces. 
\- Fortunately, at that time English prices and price ratios were relatively 
r stable. Therefore it is of little consequence whether a wholesale or a consumers’ 
d price index is used. This is borne out by calculations of purchasing-power- 
d parity based on the Wood (consumers’) and Sauerbeck (wholesale) price 


- indexes.'® If there had been less stability, then the Wood index would be 
i better. It is strongly weighted by rents and includes marketing costs in bring- 
r, ing goods from the wholesale to the retail level. Both classes of services are 
unambiguously noninternational. The results of these calculations are sum- 
marized in Table 3. For the United States the consumer’s price index com- 
puted by Ethel Hoover with the Weeks data is used in preference to Mitchell’s 


* During an inflation that was generally anticipated, i.e., one in which the real value of 
the nominal stock of money fell and velocity rose, and the interest rate reflected the future 
course of prices, there are reasons for expecting the exchange rate to increase more than the 
price level. The evidence presented by Mitchell on the behavior of interest rates during the 
Civil War suggests this inflation was largely unanticipated. See Mitchell, A History of 
the Greenbacks, at 367-68. 


* Cotton and wheat prices are exceptions and did change substantially. Wheat was rela- 
a tively expensive around 1860 and 1861, and cotton rose dramaticaly in price during the latter 
years of the war. In large part the differences in weighting of these commodities accounts for 
the differences in the movements of the two indexes. This leads one to suspect that the Wood 
index overstates the fall in English domestic prices and that the Sauerbeck index overstates 
- the rise in prices and that, on the whole, English domestic prices were stable. See Wood, Real 
Wages and the Standard of Comfort since 1850, 72 J. Royal Stat. Soc. 91 (1909) ; and Sauer- 
beck, Prices of Commodities and the Precious Metals, 49 J. Royal Stat. Soc. 581 (1886). 
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consumers’ price index.*° It is decomposed to show the relative price move- 
ments of imports, international goods, and domestic goods. (See Fig. 1.) 

The greatest discrepancy between purchasing-power-parity exchange rates 
and actual exchange rates occurred in 1864 when real wages were at their 
lowest (see Table 3). And this was the time when grumbling about the cost 
of living was loudest: 


There was indeed much grumbling over high prices, especially toward the end of 
the period, which must not be mistaken for direct dissatisfaction with government 
exactions. The spirit was most pronounced when the premium on gold was highest, 
in the summer of 1864, and when, consequently, the war was coming home to the 
people every day through high prices.?? 


TABLE 3 


EXCHANGE RATES IMPLIED BY PURCHASING POWER PARITY COMPARED 
WITH ACTUAL EXCHANGE RATES AND REAL WAGES 








(1) (2) (3) (4) (5). (6) (7) (8) (9) (10) 
England | England | U.S. Con- 
Actual Consum- | Wholesale | sumers 
Year Ex- Real ers Price Prices Price (5) + (3) | (S) +(4) | (5) + (3)4] (S) + (3)8] (5) + (4) 


change* | Wages> Index Sauerbeck Index 
(Wood) Index? | (Hoover)? 














1860....| Parity 100 100 100 100 100 100 100 100 100 
1861 Parity 98 103 99 101 98 102 98 97 99 
1862... 113 91 100 102 114 114 112 107 107 104 
1863 145 85 96 104 140 146 135 128 126 119 
1864.... 203 80 96 106 177 184 167 163 152 142 
1965.... 157 88 96 102 176 183 172 167 157 153 



































® Mitchell, Gold, Prices, and Wages under the Greenback Standard, at 4. 


» This is the July wage data taken from variable weight column of Mitchell, A History of the Greenbacks, at 
310, Table XXX; and the Hoover price data, Hoover, op. cit. supra note 20. 


© Wood, op. cit. supra note 19, at 91. 

4 Sauerbeck, op. cit. supra note 19, at 581. 

* Hoover, note 20 infra. 

! Imports are excluded from the Hoover index. 

* Internationally traded goods are excluded from the Hoover index. 
» Internationally traded goods are excluded from the Hoover index. 


Similarly, the second largest discrepancy occurred in 1863, when the fall in 
real wages ranked second in severity. And, of course, the differences between 
purchasing-power-parity and actual exchange rates are in the right direction. 


*” A mimeographed and unpublished manuscript by E. D. Hoover, Prices in the United 
States in the 19th Century, Conference on Research in Income and Wealth, National Bureau 
for Economic Research, Sept. 4, 5, 1957, is the source of this index. In principle it is better 
than Mitchell’s CPI because it uses more of the available data and better techniques for 
accounting for lapses in the data. Actually there is very little difference in the final result: 


Mitchell Hoover Mitchell Hoover 
1860 100 100 1863______ nei 140 140 
1861 104 101 == 170 177 
1862 117 114 1865_____. 179 176 


™ Fite, op. cit. supra note 12, at 136. 
































REAL WAGES IN NORTH DURING CIVIL WAR 





103 


e- The exclusions of internationally traded goods from the Hoover index suggest 

that a rise in the prices of internationally traded goods, imports in particular, 
eS which was not compensated for by a decline in other prices accounted for most 
ir of the observed fall in real wages during these two years. This is precisely 
st what would be expected if one argued that adverse movements in trade terms 


lowered real incomes. 
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Fic. 1—Hoover’s consumer price index decomposed into imports, imports plus exports, 
all except imports, and all except imports and exports. 


1 The change in the relative prices of internationally traded goods may be 
seen more clearly by examining the relative movements of the import and 
domestic goods components of Mitchell’s wholesale price index (see Figs. 2 
and 3). Imports at wholesale are “purer” international goods than the same 
commodities at retail because of differences in domestic marketing costs. Con- 
sequently, these relative price movements are more pronounced if wholesale 
rather than retail prices are observed. If Mitchell’s wholesale-price index is 
divided into four categories—exports, imports, domestic goods, and unclassi- 
fied goods—it is very clear that the prices of internationally traded goods rose 
relative to domestic goods when the gap between the purchasing-power-parity 
exchange rate and the actual exchange rate was widening. Conversely, when 


‘ss 'S = ome 










DOMESTIC , 
------ IMPORTS : 
—_—— EXPORTS oo 
2------ INDET. : 


PRICES 
nN w w 
ui o wn 
° ro) ° 


nn 
oO 
oO 


- 
w 
Oo 








oO 
o o 
Pert TTT Te mrmhehC eee er 





J A seen & @ I a ; oo 3 a3 @ 2a 2 OS 4 8 2 
| 1 = se hit ttal Rison , 1 ee Saal ee 
1860 1861 1862 1863 1864 1865 


Fic. 2—Components of Mitchell’s wholesale price index: mean values of prices of imports, 
exports, and domestic and indeterminate goods. 
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Fic. 3—Components of Mitchell’s wholesale price index: median values of prices of im- 
ports, exports, and domestic and indeterminate goods. 
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the gap between the two exchange rates narrowed, the spread between domes- 
tic and import prices narrowed. 

Mitchell’s observations, however, are far from fully explained. In 1865 real 
wages were lower than they were in 1860, although, with the given premium 
on gold, purchasing-power-parity theory implies that they should have been 
roughly identical. Similarly, the prices of imports should have been lower in 
1865 in order to reflect the absence of a discrepancy between purchasing- 
power-parity and actual exchange rates. The answer to these problems turns 
on two independent phenomena, the special characteristics of the base year, 
1860, and the tax system used for financing the war. 


II. THe Base YEAR FOR MITCHELL’s CALCULATIONS 


The fiscal year that started in July, 1860, was a very remarkable one in 
many respects. It was the only such year between 1850 and 1877 that the 
United States was a net importer of gold. Mitchell observed that sterling was 
selling at a discount in New York during part of this year, which is what one 
would expect if gold were being imported.?? An inflow of gold, for a country 
on a gold standard, can be rationalized as the result of a fall in internal prices 
relative to the rest of the world. This implies an increase in exports and a fall 
in imports. An alternative to this explanation was used by Mitchell. He argued 
that the inflow of gold was a consequence of a depression at home which re- 
duced the flow of imports with little effect on exports.** Part of Mitchell’s 
explanation of this depression was the failure of southerners to pay northern 
creditors, which caused some business failures and a worsening in general 
business conditions.”* 

Neither of these interpretations of events can be justified by the movements 
of the well-known price indexes of the time or by data reflecting the inter- 
national trade of the time.*® The deficit on current account for fiscal 1860-61 
increased by a factor of three over the previous year.*® Moreover, the widen- 
ing of the trade gap on current account is primarily, although not wholly, 
attributable to a decline in reported exports. Clearly, part of the reason these 
gold imports are not explained by either of these hypotheses is that the trade 
data are internally consistent only if one assumes that there was an extraor- 
dinarily large inflow of capital during this year. Simon and Graham both 


* Mitchell, A History of the Greenbacks, at 22. 
* Tbid., at 21-2. 


* Mitchell seems to have overestimated the importance of the recession in explaining the 
inflow of gold and underestimated the role of the special conditions in the wheat market. 
According to Thorp, business conditions were much worse in 1858, and yet there was a 
substantial gold outflow that year. See W. L. Thorp, Business Annals 127 (1926). 


* Historical Statistics, op. cit., supra note 11, at 232 and 234-35. 
* Ibid., at 244. 
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estimate international capital movements from the balance-of-payment statis- 
tics for the time. For fiscal 1860-61 Graham simply has an unexplained ex- 
cess of debits over credits of about $90 million, which represents about one- 
third of total credits.2* Simon obtained capital flows as a residual after esti- 
mating gold flows and trade of all kinds on current account. His estimate of 
a $100 million capital inflow for the year exceeds the inflow for the peacetime 
years of 1865 and 1866.78 

However, it is difficult to accept such estimates for the year in which the 
Civil War began. This year can be characterized as one in which it was widely 
recognized that the country was at the brink of war. This circumstance would 
hardly appeal to English and Continental investors. A rereading of the avail- 
able evidence suggests, if anything, that there was a net outflow of capital 
during this year. Fiscal 1861 ended about two and a half months after the 
firing on Fort Sumter. The blockade of southern ports was proclaimed on 
April 19, 1861. Southern states were seceding from the Union during the pre- 
ceding winter. With the secession of these states, in particular Louisiana, 
reports of what was going into and coming out of southern ports were no 
longer reported to Washington. As a result, southern exports, which, for all 
practical purposes may be regarded as cotton, were grossly understated in 
the Commerce and Navigation publications issued by the government in 
Washington. These official trade statistics report exports of about $40 million 
of cotton.?® Yet available evidence suggests that about $190 million of cotton 
were in fact exported. Since cotton is harvested in the fall, there was plenty 
of time to ship the cotton crop 2f 1860 before the blockade of 1861. Hunt 
reported that cotton exports in physical terms for 1861 had declined only 20 
per cent from the previous year.*° When price differences are taken into 
account, there was almost no fall in value. This interpretation is supported 
by data reflecting imports and stocks of cotton in England, which at the time 
was receiving over 80 per cent of her cotton from the United States. These 


* Graham, op. cit. supra note 15, at 231. 


* M. Simon, Statistical Estimates of the Balance of International Payments and the Inter- 
national Capital Movements of the United States, 1861-1900, Conference on Research in 
Income and Wealth, 1957, p. 116, Table 27. 


*Secretary of the Treasury, Commerce and Navigation of the U.S. 6 (1863). 


* 45 Merchant’s Magazine & Comm. Rev. (Hunt’s) 498 (1861). See also J. L. Watkins, 
Production and Price of Cotton for One Hundred Years, United States Department of Agri- 
culture, p. 11 (1895). 


"45 Merchant’s Magazine & Comm. Rev. 10 (1861) reports that stocks in Liverpool 
were about 10 per cent smaller in April, 1861, than in April of the preceding year. The pre- 
ceding year’s crop was the largest pre-Civil War cotton crop on record. This report is con- 
firmed by English sources. Arnold wrote: “There was a larger supply of cotton in England, 
than there had been for years previous to this time. The increasing probability of hostilities 
in America had induced the shippers of the Southern States to bring forward the crop of 1860 
with unusual haste; and before the end of May, 1861, the imports from America for the five 
months of the year amounted to 1,650,000 bales—a supply largely exceeding the total impor- 
tation from the same source during the whole year of 1857.” R. A. Arnold, The History of 
the Cotton Famine 43 (1864). 
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cotton exports, combined with an increase in the exports of grain of about 
$40 million, resulting from our abundant crops and unusually small crops 
abroad, explain the bulk of the gold inflow. It is true that imports into north- 
ern ports decreased somewhat during this fiscal year, but this decrease may 
have been more than offset by unreported increases in imports into southern 
ports. Some imports that normally were shipped into the North were instead 
shipped directly to the South. And the South probably imported larger quanti- 
ties than usual in anticipation of hostilities and the blockade. 

The calendar year 1860 is labeled by Thorp as “Prosperity; Recession,” 
with the “slackening” coming late in the year. This recession continued into 
the fall of the following year and gave way to a rapid revival of business 
activity.** The recession in 1861 was associated with a large number of ‘busi- 
ness failures resulting from the unwillingness of southerners to remit to 
northern creditors.** Thorp also characterizes 1860 as a foreign-trade boom 
year. Given the high world prices for wheat that prevailed at this time, this 
evidence, considered in conjunction with the extraordinary gold inflows, im- 
plies that 1860 was a year when the terms of trade were relatively favorable 
for the country.** This favorable development is by and large attributable 
to the extraordinary output and prices of wheat that occurred and should 
not normally be expected to recur. Consequently, real wages as measured by 
Mitchell, particularly with respect to imports, were abnormally high during 
this year. These considerations suggest that the real-wage level measured by 
Mitchell in 1860 was higher than the level that normally could be sustained.** 


™ Thorp, op. cit. supra note 24, at 127. 


*See Mitchell, A History of the Greenbacks, at 21, especially note 5. The evidence on 
this point is not unambiguous. McCulloch, who was president of the Bank of Indiana and 
subsequently Secretary of the Treasury, reports: “. . . I cannot forbear to refer to the action 
of the New Orleans banks towards their Northern correspondents at the outbreak of the 
civil war. The Southern branches had large dealings with men who were engaged in the 
Southern (Mississippi) trade, and when measures were being instituted for the secession of 
Louisiana from the Union, and, indeed, after the ordinance of secession had been adopted, 
these branches had large cash balances and large amounts of commercial paper in the New 
Orleans banks. Against the remonstrances of the secession leaders, and in disregard of threat- 
ened violence, these cash balances and the proceeds of the commercial paper as it matured 
were remitted for according to directions—not a dollar was withheld.” H. McCulloch, Men 
and Measures of Half a Century 138-39 (1888). 


“For the prices of wheat in England, see Fite, op. cit. supra note 12, at 18; and Wood, 
op. cit. supra note 19, at 91. 


* This suggests that time series of real wages from 1858 or 1859 ought to be rising at an 
abnormal rate. This can or cannot be shown, depending upon which time series one chooses 
to employ. For a time series favorable to this interpretation, see Hansen, Factors Affecting 
the Trend of Real Wages, 15 Am. Econ. Rev. 27, 32 (1925). The Federal Reserve Bank of 
New York and the Burgess cost-of-living indexes (Historical Statistics, op. cit. supra note 11, 
at 235, series L36-39) will also support such an interpretation. On the other hand, the Hoover 
index will not. 
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III. THe Tax System Usep To FINANCE THE Civit WaR 


Three means of war finance, important because of their implications for 
real wages during the Civil War, are the use of excises, import duties, and the 
tax on money imposed by inflation. Excises and import duties grew in im- 
portance during the war years with extension of coverage and increases in 
rates. In 1861 the Morrill tariff (under consideration in the House of Rep- 
resentatives before the war) was enacted. This tariff increased the cost of 
many imports, particularly iron and wool.** While this tariff was announced as 
a revenue measure, the heaviest duties were imposed on commodities produced 
in the United States, and revenue was in part sacrificed for protection.** 

In 1862 a comprehensive system of excise taxation was enacted. Specific 
taxes were imposed on the production of iron, steel, coal oil, paper, leather, 
and several other goods. A general ad valorem tax was imposed on manufac- 
turing output. Import duties were also increased.** In 1864 all these taxes 
were once more increased and enlarged in scope. 


Every ton of pig-iron produced was charged two dollars; every ton of railroad iron 
three dollars; sugar paid two cents a pound; salt, six cents a hundred weight. The 
general tax on all manufactures was five percent. But this tax was repeated on almost 
every article in different stages of production. Raw cotton, for instance was taxed 
two cents a pound; as cloth it again paid five cents.3® 


Wells observed that, under the impact of these turnover taxes, “the govern- 
ment actually levied and collected from eight to fifteen and in some instances 
as much as twenty percent on every finished product.”*® The average rate on 
dutiable commodities, which had been 37 per cent under the act of 1862, be- 
came 47 per cent under that of 1864.*! Indeed, import duties became so high 
in 1864 that collections from this source decreased relative to the preceding 
year as a result of smuggling.** The 5 per cent tax on manufacturing imposed 


*F.W. Taussig, The Tariff History of the United States 160 (1923). 
* Mitchell, A History of the Greenbacks, at 9. 
* Taussig, op. cit. supra note 37, at 163. 


* Ibid., at 164. Taussig argues that increases in internal taxes were used to justify pro- 
hibitive tariffs. As a consequence, tariffs increased more than excises on internally produced 
goods. 


“D. A. Wells, The Recent Financial, Industrial, and Commercial Experiences of the United 
States 18 (2d ed., 1872). Another source reports: “Every product of the mill or factory was 
taxed at each turn of its manufacture, so that not infrequently an article bore a duty im- 
posed twice, thrice, and even four times, before it reached the market. The system operated 
like a series of barriers, across which passage could be secured only by the payment of toll, 
which was re-enacted at every phase of the process of manufacture.” F. C. Howe, Taxation 
and Taxes in the United States under the Internal Revenue System, 1791-1865, 155-56 
(1896). 


“ Taussig, op. cit. supra note 36, at 167. 
“ Mitchell, A History of the Greenbacks, at 130. 
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in 1864 was increased to 6 per cent in 1865.** Needless to say, as a result of 
the imposition of these taxes, revenues from customs and internal revenue 
increased enormously over their prewar level (see Table 4) .*4 

It is evident that these excises and import duties diverted resources from 
consumers to the government and raised the prices of all goods and services 
relative to factor incomes. These excises were to a great extent turnover taxes 
and as such became imbedded in the prices observed by Mitchell in the latter 
years of the war. As a consequence, taxation operated to widen whatever 
divergence existed between the value of final ouput and the sum of the pay- 
ments to the co-operating agents of production. This means that some of the 
fall in real wages Mitchell observed resulted from custom duties and excises 
and would have taken place whether or not inflation occurred during the Civil 
War. 


TABLE 4 
RECEIPTS FROM CUSTOM DUTIES AND INTERNAL REVENUE 


(In Millions of Dollars and as a Percentage of All Receipts) 


1861 1862 1863 1864 1865 


$39.6 $49.1 $69.1 $102.3 $ 84.9 
(61.4%) (10.1%) (9.8%) (10.9%) (7.1%) 
0 0 $37.6 $109.7 $209.5 

(5.3%) (11.7%) (17.5%) 


0 eee 


Internal Revenue. . 


As a result of the extensive use of turnover taxes, real wages as measured by 
Mitchell ought to have fallen, even if the foreign-exchange rate were equal to 
the rate implied by purchasing-power parity. Consequently, the level of real 
wages observed in 1865 ought to be below that of 1860, by an amount greater 
than the differential attributable to the abnormally high real wages in 1860. 
This comprehensive system of excise taxation taxed imports much more heav- 
ily than it taxed goods produced in the United States, and imports as a class 


* Tbid., at 268. By 1865, the tax system had broadened considerably. Gross receipts taxes 
of 24 per cent were imposed upon railroads, steamboats, canals, ships, barges, stage coaches, 
and canal boats. Ferryboats, toll bridges and roads, advertisements, telegraph, and express 
companies paid 3 per cent. Insurance companies paid 14 and lotteries 5 per cent. The de- 
posits and capital of banks were taxed. Federal stamps were required for a wide variety of 
transactions involving legal instruments and the sale of proprietary articles. Sales of goods 
at auctions and sales of stocks and bonds and foreign exchange were taxed. Licenses were 
required to enter many trades and professions as well as certain types of business enter- 
prises. For a description of these taxes and a statement of the receipts derived from each tax 
category, see H. E. Smith, The United States Federal Internal Tax History from 1861 to 1871 
(1914), especially his tables in the appendix. 


“ Mitchell, A History of the Greenbacks, at 129. Total receipts include the issuance of 
greenbacks. It must be remembered that not all internal revenue came from excises. A gen- 
eral income tax was imposed in 1862 and was raised in 1864 to 5 per cent on moderate 
incomes and 10 per cent on incomes of more than $10,000. See Taussig, op. cit. supra note 
36, at 164. About 20 per cent of all internal revenue receipts were from income taxes in 1864 
and about 15 per cent in 1865. See E. Young, Special Report on the Customs-Tariff Legis- 
lation of the United States 136 (1874). 
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were therefore forced up in price relative to domestically produced goods and 
services. The fall in real wages attributable to taxation should be concen- 
trated upon internationally traded goods, and this appears to be the case. Or 
this is why, at the end of the war, the prices of imports were high relative to 
domestic goods, despite equality between the exchange rate implied by pur- 
chasing-power parity and the actual rate. 

The inflation associated with the Civil War in the North was caused by a 
government-imposed tax on cash balances. Through the exchange of green- 
backs for real resources, the government progressively reduced the real value 
of a unit of currency, and the rising prices that resulted imposed economic 
losses upon money holders. But if inflation had not occurred, and if real ex- 
penditures by the government had not been reduced, then alternative taxes 
would have had to be employed. If the inflation tax on cash balances were 
replaced by a tax on income or wealth, then Mitchell’s real-wage measure- 
ments would be unaffected. On the other hand, if the alternative tax were 
higher tariffs or turnover taxes, then a greater fall than Mitchell measured is 
implied.*® If turnover taxes or higher tariffs are regarded as the alternatives 
to taxing through inflation, the Civil War inflation kept the real wages meas- 
ured by Mitchell from falling more than they in fact did. Therefore, a ration- 
ale exists for a conclusion that is the converse of Mitchell’s—were it not for 
the inflation, he would have found that real wages would have fallen more 
than they did. 

The analysis contained in this paper constitutes an alternative explanation 
that is better than Mitchell’s interpretation of these data in at least two 
senses: (1) It explains why the fall in real wages was greater with respect to 
internationally traded goods than it was with respect to domestic goods. The 
wage-lag hypothesis implies that there ought to be no difference between the 
fall in real wages with respect to the two classes of goods. Consequently, the 
interpretation of events presented here constitutes, at least in this respect, a 
fuller explanation of Mitchell’s observations. (2) The intepretation presented 
in this paper is consistent with the analysis used by economists to explain 
similar changes in price relationships in markets other than labor. And, in 
general, the hypothesis which explains a wider range of phenomena is to be 
preferred. 

However, a word of caution is in order. It is possible that the destruction 
of prewar trading relationships, the rise in the premium on gold relative to 
prices, and the excises and import duties could have so affected factor incomes 


“© This analysis is based on the premise that the inflation associated with the Civil War 
was largely unanticipated. This seems to have been the case, judging by the behavior of 
interest rates. Consequently, the losses of the money holders were negative profits in the 
Knightian sense and never became part of the cost of doing business during this time. In 
the case of an inflation such as the one following World War I in Germany, these costs do 
became anticipated, and both excises and taxing through inflation will lower Mitchell-type 
measurements of real wages. 
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that the returns to labor did not decrease pari passu with the fall in the sum 
of all factor incomes.*® All the preceding analysis has assumed that what 
happened to real factor incomes also happened to real wages. The analysis 
presented here has not included the effects of the change in the composition 
of the final output of the economy on the real demand for labor. Nor have we 
considered the impact of the mobilization of manpower for the armed forces, 
the influx of new migrants into the United States during the concluding years 
of the war, or the damage to northern resources imposed by southern armed 
forces, upon the supply of labor.*7 A more complete analysis might still find 
that there was some lag of wages behind prices to be explained by monetary 
forces. Alternatively, it might reinforce the argument presented here, or indi- 
cate that both explanations have a role to play in interpreting Mitchell’s data. 
However, in the absence of such a demonstration, and in view of the pre- 
ceding evidence, it appears that Mitchell’s conclusion—that “all of the statis- 
tical evidence that has been presented in the preceding pages supports un- 
equivocally the common theory that persons whose incomes are derived from 
wages suffer seriously from a depreciation of the currency”**—cannot be 
sustained. 

In summary, the fall in real wages observed by Mitchell can be explained 
by the kind of analysis appropriate to the analysis of changing price relation- 
ships in other markets. An ad hoc theory is unnecessary. This fall in real 
wages can be rationalized as a consequence of the extraordinary level of real 
wages in the base year, 1860, the rise in the price of foreign exchange relative 
to domestic prices and wages, and the tax system used to finance the war.*® 
Most of the fall in 7865 relative to 1860 is attributable to the tax policy used 


“ The principles affecting the real returns to labor as a result of changes in import duties 
may be found in Stolper and Samuelson, Protection and Real Wages, 9 Rev. of Econ. 
Studies 58 (1941). 


“ Migration into the United States seems to have been at a low ebb during the early 
years of the war and increased toward its end. In this respect, the movements of human and 
non-human capital seem to be alike. In Historical Statistics, op. cit. supra note 11, at 34, 
immigration, by fiscal year, is shown as: 


Year Immigrants Year Immigrants 
1859 121,282 1863 ‘i 176,282 
1860 153,640 1864 193,418 
1861 91,918 1865 248,120 
1862 91,985 1866 318,568 


“ Mitchell, A History of the Greenbacks, at 347. 


“The recognition of the implications of excise taxes for the relationship of wages and 
other factor incomes to prices is of some contemporary interest. Our present consumers’ 
price index reflects state sales taxes, import duties, manufacturers’ excises, and property 
taxes upon dwellings. Insofar as these taxes rise in real terms, as a result of our desire to 
allocate more resources to governmental activities, real wages, as measured by the ratio of 
wages to the consumers’ price index, will fall. If instead income taxes are increased and 
these taxes correspondingly decreased, real wages will rise. 








112 THE JOURNAL OF LAW AND ECONOMICS 


to finance the war. The extraordinary characteristics of the 1800 base ought 
to be assigned minor responsibility. In the year 1864 the fall in real wages 
was greatest, and so, too, was the discrepancy between purchasing-power- 
parity exchange rates and the actual rate. This analysis suggests that at 
least half of the fall in that year was attributable to the relative rise in the 
foreign exchange rate and that taxes and the properties of the 1860 base 
account for the remainder. 


APPENDIX 


The practical problem of determining which of the ninety commodities in 
Mitchell’s wholesale-price index ought to be regarded as internationally traded 
involved a number of arbitrary decisions. Graham, working with a series com- 
posed of ninety-two commodities taken from Mitchell’s Gold, Prices, and 
Wages Under the Greenback Standard and in large part the same as the series 
used for Mitchell’s real wage computations, classified fourteen of the ninety-two 
as import, eighteen as export, forty-two as purely domestic, and eighteen as 
indeterminate.®°° Graham, incidentally, was also concerned with the movements 
in the prices of internationally traded goods relative to all prices. The time 
period of concern to Graham began in 1866. The series used in A History 
of the Greenbacks contained several commodities which did not enter into 
Graham’s series and conversely. 


TABLE A 
Export Import Domestic Indeterminate 
1. Wheat 1. Coffee 1. Beef 1. Flaxseed 
2. Tobacco 2. Nutmeg 2. Mutton 2. Rye flour 
3. Ship biscuit 3. Pepper 3. Pork 3. Salt 
4. Alcohol 4. Cotton 4. Eggs 4. Bichrom of pot- 
5. Dried apples 5. Jute 5. Bread ash 
6. Butter 6. Quinine 6. Cement 5. Brimstone 
7. Lard 7. Silk 7. Chestnut lumber 6. Blue vitriol 
8. Glass 8. Zinc—spelter 8. Hemlock 7. Castor oil 
9. Tables 9. Opium 9. Pine lumber and 8. Linseed oil 
10. Cheese 10. Sugar boards . Muriatic acid 
11. Corn 11. Turpentine 10. Starch 10. Oxide of zinc 
12. Mercury-quick- 12. Currants 11. Brick 11. Sugar of lead 
silver 13. Tinplate 12. Corn starch 12. Sulfuric acid 
13. Rye 14. Raisins 13. Codfish 13. Coal: anthracite 
14. Barley 15. Rubber 14. Vegetables 14. Coal: bitumi- 
15. Oats 16. Lead 15. Pails nous 
16. Chairs 17. Alum 16. Tubs 15. Matches 
17. Corn meal 18. Soda ash 17. Harness leather 16. Lime 
18. Tallow 19. Copperas 18. Timothy seed 17. Spruce 
19. Candles 20. Carpets 19. Hides 18. Butts 
21. Molasses 20. Putty 19. Copper 
21. Rifle powder 20. Iron wire 
22. Beans 21. Shovels 
23. Clover seed 22. Wood screws 
24. Soap 23. Rope 





™ Graham, op. cit. supra note 15, at 250. 
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Using the information provided by Graham, who unfortunately failed to list 
specifically the commodities in each of his categories and (1) allowing for the 
differences between the series used in A History of the Greenbacks and by 
Graham, (2) taking account of the differences in time periods which would 
change the classification of some commodities such as cotton and turpentine, 
(3) using whatever clues provided by Graham as to his classification procedure, 
and (4) employing the Commerce and Navigation reports of the time, the clas- 
sification of export, import, domestic, and indeterminate shown in Table A was 
obtained.®? 

Mitchell, to obtain his ninety commodity series, started out with a list of 
one hundred and thirty-five and winnowed them down to ninety by averaging 
closely related commodities in order to avoid duplication. These ninety were 
not specifically listed as such. By following Mitchell’s directions, this same 
base of one hundred and thirty-five was reduced to eighty-seven here.®? 

In Hoover’s consumers’ price index, the commodities classified as import 
were rice, tea, coffee, sugar, molasses, and all cotton and wool materials. These 
constituted 22.6 per cent by weight of all commodities in the index. The ex- 
ports were wheat flour, rye flour, corn meal, butter, cheese, and lard and con- 
stituted, again by weight, 16.6 per cent. 


™ Graham regarded cotton, textiles, furniture, glass, metals, paper, pottery, tanneries, and 
wool textiles as export industries. Lumber and hides, fish, flesh, and fowl were in the in- 
determinate «ategory. Ibid., at 249-50, and 268. 


=For Mitchell’s directions for winnowing, see A History of the Greenbacks, at 248-57. 
The difference between these results and Mitchell’s, and this is only a guess, is attributable 
to two serics for beef and one each for zinc—spelter, mercury, and quicksilver. These six 
are represented by three commodities in the series presented here. 











CAPITALIST ETHICS--TOUGH OR SOFT? 


JACK HIRSHLEIFER 
University of Chicago 


I have never known much good done by those who affected to trade for the public 
good. It is an affectation, indeed, not very common among merchants, and very few 
words need be employed in dissuading them from it. 

Sometimes it is said that man cannot be trusted with the government of himself. 
Can he, then, be trusted with the government of others? 


Kw world outlooks have been responsible for greater social mischief than 
the ideology or social philosophy which might be called “sentimental social- 
ism”—the cluster of ideas centering upon a contrast between the evil capital- 
ist ethic and its supposedly superior socialist counterpart. Sentimental social- 
ists maintain, for one thing, that, since the system of private enterprise for 
profit rewards pursuit of self-interest, it cannot serve the general interest. 
Consequently, a system banning selfish private enterprise for profit is bound 
to encourage economic activity in the public interest in the place of the pro- 
scribed private interest. 

What is sentimental here is the belief that a change in social organization is 
all that is required to abolish human selfishness. As Mr. Dooley said, “A man 
that’d expect to train lobsters to fly in a year is called a lunatic; but a man 
that thinks men can be turned into angels by an election is called a reformer 
and remains at large.” Among sentimental socialists are such disparate modern 
thinkers as Albert Einstein, Jawaharlal Nehru, and R. H. Tawney. Senti- 
mental or “soft” socialism has an extraordinary appeal to gentle physicists, 
non-materialistic statesmen, Unitarian ministers, and social workers—to 
mention just a few vulnerable categories. The appalling experience of this 
century with an actual socialist system in Russia has shaken this set of be- 
liefs, to the limited extent by which mere evidence can sway opinion, but 
even so the world-wide influence of the ideology of soft socialism is an in- 
calculable asset to the system of organized terror now ruling most of the 
Eurasian continent. 

By way of contrast, it is worth mentioning that Karl Marx was primarily 
a realistic or “tough” socialist. He despised the Utopians with their proposed 
ethical reconstitutions of society. Basically, Marx understood both capitalism 
and socialism as systems of power relations developing out of an ineluctable 
historical process. Marx did not deny that the system of bourgeois capitalism 
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had made enormous productive contributions to social advancement. Rather, 
his view was that, having served this purpose and also having performed its 
historical function of crushing feudal remnants and developing an aroused 
proletariat, capitalism had evolved within itself the seeds of its successor— 
socialism. It is true that Marx’s thought was infected by certain ethical con- 
siderations; his dictatorship of the proletariat was not utopia, but it was 
supposed to lead to a utopia in which the state would wither away with the 
disappearance of the economic disparities responsible for human conflict. For 
this reason, the true exemplar of socialist reality is not the inconsistent theo- 
retician Marx but the practitioners Lenin, Stalin, and Mao, a group more 
consistently free of the taint of softness. 

This, however, is an aside. Our concern here is with sentimental socialism 
in the realm of ideology, not with experienced socialism in the world of affairs. 
Now soft socialism as an ideology has two outlooks—one upon the capitalist 
system as seen or imagined, and one upon the socialist system. Proponents of 
capitalism have often, on varying grounds, attacked the beautiful image of 
beneficent socialism as a false picture. Alternatively, there have been at- 
tempts to construct an ideology of capitalism which will be less vulnerable to 
socialist criticism. 

Such an attempt appears in a recent article by James C. Worthy, a vice- 
president of a leading American corporation, entitled “Religion and Its Role 
in the World of Business.’ “Soft socialism” regards the business system as 
convicted of encouraging selfishness and, consequently, of failing to serve 
humanity. Speaking before a religious conference, an audience which he may 
(perhaps wrongly) have suspected of being especially likely to hold a soft 
view of human nature, Worthy propounded an ideology which might be called 
“sentimental capitalism” as the answer to sentimental socialism. Admitting 
that selfishness is socially harmful, Worthy declares that businessmen, despite 
appearances, are really unselfish. Modern management is faithfully respon- 
sive to the interests of employees and of the public. But, strangely, business- 
men perform their good acts while avowing only that they pursue self-interest. 
The businessman’s bark is worse than his bite; his harsh talk only masks his 
generous motives. He is like a doting father whose gruffness hides genuine 
affection for his son. 

In Worthy’s view, the reason for the businessman’s odd behavior is the 
outmoded theory of laissez faire economics, which justifies and condones “ra- 
tional” conduct based exclusively on self-interest. Businessmen, influenced 
by this ideology, feel constrained to explain their behavior in these terms. 
But this explanation constitutes a grave liability for the business system: in 
the first place, society is unlikely to turn for leadership to a .group which 
avows its merely selfish interest, and in the second place the actions of busi- 


731 J. Business 293 (1958). 
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nessmen are less generous than they would be because they themselves cannot 
help but be influenced somewhat by their ethically barren ideology. In short, 
businessmen need to see themselves not as selfish agents, which they really 
are not, but as stewards for the welfare of others, which is their true role and 
one which they have essentially played in the past, though no doubt with 
lapses and imperfections. 

There are several interesting things about this defense of capitalism—that 
capitalists are really not selfish after all. The first is that, as a defense, it is 
a hopeless failure. There are many reasons why this argument must fail, but 
perhaps the most conspicuous reason is that it is untrue. Instances of “gen- 
erous” practice whether or not masked by “selfish” talk may exist, but they 
are not the characteristic examples that come immediately to mind as rep- 
resentative of business behavior. One doubts, for example, that the cigarette 
companies are giving serious consideration these days to stopping sales of 
their product merely because there is a strong suspicion that cigarette smok- 
ing causes lung cancer. Industries often ask to be relieved of tax burdens and 
only rarely that their taxes be increased. It is no revelation to note that “un- 
selfish” talk or rationalization more typically accompanies “selfish” practices 
than the reverse. When firms raise prices, they rarely declare that they wish 
to increase their profits but rather that they must unavoidably meet an in- 
crease in costs. Firms seeking tariffs declare not that their objective is greater 
profits but rather that it is necessary to protect the jobs and living standard 
of American labor from foreign competition. 

Of course, selfishness is not limited to capitalists, in our society or in any 
other. A gentle physicist may rise to wrath when someone steals his ideas or 
perhaps only disagrees with them; a non-materialistic statesman may call 
on the troops when the populace of a province prefers another government. 
Even socialist writers are rarely unconcerned with their royalties—unless, 
indeed, as is likely in a socialist society, this concern becomes trivial because 
of the more pressing need to keep head and neck firmly attached. The coal- 
miner does not engage in his unpleasant job because he feels his responsibil- 
ity to prevent people from freezing in the winter. The Chicago city council- 
man, whatever he may say, is rarely credited with a single-minded urge to 
serve the community, and so it goes. 

What does all this prove? Simply that all the world is largely governed 
by self-interest, and all the world knows it. Consequently, the assertion that 
capitalists are exempt from this failing is unlikely to win many converts to 
capitalism. 

The second interesting—even amazing—thing about Mr. Worihy’s argu- 
ment is that he, as defender of the capitalist system, completely misunder- 
stands the fundamental nature of that system as viewed by the laissez faire 
ideology he attacks. Worthy’s basic ideas are expressed in the following 
sentences: 
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The ideas of fair play and self-restraint are essentially religious. They help keep 
dog-eat-dog practices in check and enable the economy to operate without strict gov- 
ernmental supervision and control: self-restraint rather than legal restraint is the 
rule.... 

The great weakness of laissez faire economics (both the earlier and the later vari- 
ety) is not so much the reliance on individual freedom and the distrust of govern- 
ment controls but rather the absence—indeed, the explicit denial in official business 
theory—of any responsibility of the businessman to anyone but himself... . 

The principle that self-interest is a sufficient guide for personal and public policy 
(that private vices make for public good) makes the demand for greater public con- 
trol inevitable. . .. 


In other words, the alternatives Worthy recognizes are self-restraint or 
legal restraint. But the essence of the laissez faire idea is that there is a 
third form of “restraint” against antisocial practices—not so frail a reed as 
the hope of self-restraint, nor such a threat to individual freedom as legal 
restraint. I refer, of course, to the market restraint of competition. Under 
laissez faire, if a business charges high prices, either because of inefficiency 
or because it is attempting to exploit its position, competitors rush in to 
serve the public in the place of the firm which is failing to do so. It is com- 
petition, not self-interest or the lack of it, which forces businessmen (if they 
wish to succeed) to give the public what it wants at the lowest attainable 
price. 

The third interesting point in Mr. Worthy’s presentation is his implicit 
acceptance of the ideas of the “new managerialism’*—that the corporate 
manager (the typical “capitalist”? of today) should serve the interest of all 
affected groups (owners, employees, customers, suppliers, and the communi- 
ty) rather than seek profits (i.e., serve stockholders) alone. Now, a corporate 
manager pursuing profits exclusively would at least be loyal to one master— 
the stockholder—and not be attempting to represent conflicting interests. 
No one can represent conflicting interests; he can at best mediate among 
them. Where there are conflicting masters, the servant is responsible to none. 
In this case the temptation is for the managers to serve neither their em- 
ployers (the stockholders), other employees, customers, mor the public—but 
rather the interest of the managerial group itself. In this interpretation “un- 
selfishness” of managers who deal with corporate funds (other people’s 
money) may not be much of a virtue. 

On all these grounds, a sentimental defense of capitalism cannot be ac- 
cepted. Is it possible to give a tough-minded defense of capitalism—that is, 
to show that, taking people as they really are, capitalism can convert their 
energies to useful social results more effectively than other systems? The 
answer to this question, I believe, is “Yes.” It is not capitalism which makes 
people selfish—people other than saints simply are more interested in their 


* Mason, The Apologetics of “Managerialism,” 31 J. Business 1 (1958). 
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own health, comfort, and safety than in other people’s and wil! continue to 
be until the establishment of the Kingdom of God on earth. All actual social 
systems, though not all social philosophies, must recognize and cope with 
this fact. 

Under the system of private enterprise for profit, men enjoy the oppor- 
tunity to receive high returns if they provide pec vle with goods and services 
that people are willing to pay for. The disciplining rod is competition; if 
some producers do not fill an existing public need or do not fill it well, others 
can begin to do so. In this system everyone can be selfish—consumets buy 
what they like, businessmen produce what they can sell, laborers work for 
whoever pays most—but the market forces them to serve one another’s in- 
terests, the laborer by working, the employer by paying labor and organizing 
production, and the consumer by paying for the final product. (Of course, 
it is not true that everyone must be selfish under this system—all who 
choose to serve others without reward may do so, but the choice is their 
own.) In the laissez faire ideology, the major role for government is to in- 
sure the preservation of competition, as well as to provide for certain com- 
munal needs like national defense. To be sure, the system has more or less 
serious failings: among those usually cited are the arbitrariness of the dis- 
tribution of inherited wealth, and possible divergences between what the 
public wants and what it ought to have. These and other real objections to 
the capitalist system can be raised, but it remains to be shown how alterna- 
tive systems will perform better. Capitalism has the decisive merit, at least, 
of being based on human motives as they actually are. 

If we ask how an actual socialist system would have to cope with the 
same motives, we see that the consumers, managers, workers, and govern- 
ment officials of a socialist system can on no reasonable ground be assumed 
to be less selfish than their equivalents in a capitalist society. The distinc- 
tive characteristic of the socialist system is that it encourages and gratifies 
a rather different aspect of human self-interest. The main rewards in cap- 
italism go to those who serve others through providing services and products 
for which others are willing to pay. In a socialist system, the monopolization 
of the economic (together with the political) sphere by government elimi- 
nates the check of competition. The great rewards will then go not to those 
who serve the public but to those who control government and thereby rule 
the public. If a system of democratic socialism were really possible, rewards 
under it would be shared between a hypertrophied government bureaucracy 
and political parties. In dictatorial socialism, the rewards go, as they have 
gone in Russia, to “the fittest” in seizing power. In either variant, the un- 
sentimental case for socialism is a much harder one to defend than that for 
the system of private enterprise. 

Corresponding to the alternative “soft” and “tough” defenses which have 
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been given for the private enterprise system in the economic sphere, it is of 
interest to note that there are both sentimental and realistic defenses for 
democracy in the political realm. The sentimental argument runs that the 
people are “good” (unselfish) and so deserve to rule. The unsentimental 
argument, in contrast, says that all are humanly selfish—rulers and ruled 
alike. Democracy is a good system because it sets up a regularized procedure 
whereby those in the seats of power are held in check by the necessity for 
election by the people they govern. As in the economic sphere, the test of a 
desirable social system is not whether the group to whom it grants power 
constitutes an unselfish class but whether the holders of power are effectively 
checked in their exercise of it. 

In the economic sphere, the crucial check on private enterprise is market 
competition. In the political sphere, the crucial check on democratic rulers 
is the requirement that they be chosen over alternative groups who also seek 
to become the leaders—we might say that competition here also is the check 
—the competition for political leadership. 

Men are selfish, so who can trust self-restraint? Since rulers are selfish 
and terrifyingly powerful as well, to put all trust in their guardianship is 
folly twice over. The true principle is to associate self-interest with public 
interest—by offering rewards for service to the public, and by insuring that 
all may compete for these rewards. Competition for reward is thus the key 
feature of those twin liberating social inventions—capitalism in the economic 
sphere and democracy in the political realm. 

















THE SUMPTUARY MANIFESTO* 


THE SECRETARY 


Consumption .. . is a seamless web. If we ask about the chromium, we must ask 
about the cars. The questions that are asked about one part can be asked about all 
parts. The automobiles are too heavy, and they use irreplaceable lead? One can ask 
with equal cogency if we need to make all the automobiles that we now turn out.... 

As with automobiles, so with everything else. In an opulent society the marginal 
urgency of all kinds of goods is low. It is easy to bring our doubts and questions to 
bear on the automobiles. But the case is not different for (say) that part of our food 
production which contributes not to nutrition but to obesity, that part of our tobacco 
which contributes not to comfort but to carcinoma and that part of our clothing 
which is designed not to cover nakedness but to suggest it... . 

It is also suggested that uninhibited consumption has something to do with individ- 
ual liberty. If we begin interfering with consumption, we shall be abridging a basic 
freedom. 

I shan’t dwell long on this. That we make such points is part of the desolate modern 
tendency to turn the discussion of all questions, however simple and forthright, into 
a search for the violation of some arcane principle, or to evade and suffocate common 
sense by verbose, incoherent, and irrelevant moralizing. Freedom is not much con- 
cerned with tail fins or even with automobiles. Those who argue that it is identified 
with the greatest possible range of choice of consumers’ goods are only confessing 
their exceedingly simple-minded and mechanical view of man and his liberties. 


—Our PEERLESS LEADER 


Picussuiaiie. and with a view to liberating mankind from their insane pre- 
occupation with material comforts of low marginal urgency, the sumPTUARY 
society (SS) has been formed to pEMANpD that this nation immediately and 
without exception declare it to be a CAPITAL OFFENSE TO: 

1. Live in a dwelling unit of more than 400 square feet. 

2. Own an automobile with wheelbase over 72 inches. 

3. Drive an automobile using gasoline of higher octane rating (and lead! 
content) than standard fuel of the year 1923. 


* [While this article is not a review of any particular publication, readers will not find 
it difficult to identify the intellectual inspiration of the Sumptuary Society —Tue Eprror.] 


*Our PEERLESS LEADER has taken a particular interest in preventing waste of the heavy 
metal. 
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4. Drink whiskey aged more than 60 days.” 

5. Smoke more than ten cigarettes in one day.® 

6. Possess clothing in excess of, if a male, 1 coat, 2 pairs of shoes, 2 pairs 
of socks, 2 suits, 4 shirts, 3 handkerchiefs, 1 tie, 1 hat, 1 pair of rubbers, and 
1 change of underwear. If a female, the same rules will apply with appropriate 
modifications (e.g., jackets will button on the left instead of the right) .* 

7. Appear in public clean-shaven (if a male).5 

Furthermore, it will be declared an exceptionally HEtNoUs offense punish- 
able by boiling in oil to: 

1. Possess more than two of the following: eye-level kitchen range, refrig- 
erator with across-the-top freezing compartment, combination washer-dryer, 
two-tone auto paint job, Waring blender, chafing dish, or double-ended egg 
cup. 

2. Be detected reading Orwell’s 1984, a book known to have low marginal 
usefulness, and whose production consumes irreplaceable timber, ink, glue, 
and lead type. 

The following remarks are directed to sympathetic citizens who may not 
have fully grasped the logic underlying the reconstruction of our greedy 
wasteful society on sumptuary principles. 

The most crucial point te appreciate is that the principles of the SS must 
be distinguished from a bleak Puritanism which would leave life joyless and 
empty. Under the false Puritan ideal, the individual was to be restrained from 
pursuit of the illusory goal of material pleasure by self-discipline. With our 
deeper knowledge today, of course, we are aware that the internal conflicts 


* This may seem an insufficient crime for such a harsh remedy; in fact, few realize the 
seriousness of this offense. Whiskey in aging evaporates at the rate of 1 per cent per 
month (!), wasting precious alcohol to pollute our atmosphere. Our PEERLESS LEADER him- 
self quoted with approval criticism of the practice of “blow[ing] thousands of tons of un- 
recoverable lead into the atmosphere each year from high octane gasoline because we like 
a quick pickup.” How much more objectionable it is to dissipate vast quantities of valuable 
esters and hydrocarbons merely to gratify effete overrefined palates, especially as no 
quicker pickup has ever been demonstrated for aged over unaged whiskey. 


* Executions performed under this section would have the by-product advantage of re- 
ducing the lung-cancer death rate, a problem about which our PEERLESS LEADER has ex- 
pressed concern. 


“Claims for special treatment on grounds of occupation, place of residence, age, or family 
status will be ruled on by rationing and allocation boards composed of public-spirited 
citizens selected from the membership of the SS, many of whom have already contributed 
to the general welfare by related work in the past. 


° Revival of the ancient and honorable custom of growing beards will save thousands 
of tons of irrecoverable high-quality steel now wasted for razor blades. In addition, barbi- 
culturally well-endowed individuals will be able to dispense with scarves in the wintertime. 
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thus set up are psychologically damaging.* The principles of the SS, in con- 
trast, are to be enforced by a psychologically sound and healthy method, the 
method of (in the words of our PEERLESS LEADER) “social responsibility.” 
That is to say, through detectives, policemen, judges, and wardens. Further- 
more, any residue of frustrations suffered by unreconstructed individuals will 
be more than compensated by the wholesome (and non-material-consuming) 
glee in their work which society’s guardians may be expected to take. 

The second point to realize is that our PEERLESS LEADER has declared cer- 
tain forms of consumption to be innocuous or even praise-worthy: education, 
health, good government, clean countryside, and orchestras are specifically 
commended as having “rather smali ioaterials requirements.”’ Of course, under 
sumptuary principles unaccompanied vocalists are even superior to orchestras, 
while among orchestras those employing expensive material-consuming me- 
chanical aids like the piano, violin, and French horn should probably be 
eschewed in favor of those relying on simple instruments like the harmonica, 
ocarina, and kazoo. We may similarly reason that clean surroundings are 
best achieved by a man with bag and pointed stick; the tendency toward 
mechanization of garbage-handling is to be deplored, however creditable the 
object. 

The modern sumptuary philosophy is an outgrowth—the culmination and 
crowning achievement—of twentieth-century economic science. We place 
particular importance, therefore, upon matters of economic policy, especially 
when these are regarded (in the words of our PEERLESS LEADER) as “instru- 
ments of social control.” Our program includes the following DEMANDs: 

1. Farm price supports at 200 per cent of parity. Our PEERLESS LEADER 
(also known as the FEARLESS FRIEND OF THE FARM BLOC) himself refuted 
those who would have reduced price supports from 90 per cent of parity, 
showing the enormous contribution these support payments have made to 
agricultural progress and technological innovation. Still more progress could 
be anticipated with prices at 200 per cent of parity. This arrangement has the 
unique sumptuary advantage that improvements of production techniques do 
not lead to any increase in consumption. Furthermore, the unconsumed pro- 
duce may be used as fertilizer to restore or even increase the quality of the 
soil—a vital component of our “resource base” for the future. 

2. Price ceilings on everything not price-supported. To allow markets to go 
uncontrolled would be to “ascribe a magical automatism to the price system.” 

3. A food excise tax proportioned to calorie content; personal taxes based 
on avoirdupois or volume displacement. The anti-corpulence program of the 


* That asceticism on an individually moralistic basis is erroneous has been demonstrated 
in the personal life of our PEERLESS LEADER himself. So long as the social system remains 
corrupt, attempts at personal salvation through individual restraint only befog the true 
issue. 
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SS is based, of course, upon the concern of our PEERLESS LEADER with the 
problem of obesity. Our slogan: Fine the fat, stick the stout, and plunder the 
plump. 

4. A yardage tax on clothing materials." 

5. A universal protective—nay, prohibitive—tariff. For, if it is wrong for 
us to overconsume our own irreplaceable materials, how much worse to use 
our economic power to rob poorer nations of their limited heritage. 

No thinking man today will be swayed by the FAKE FREEDOM ISSUE raised 
by our enemies, the so-called libertarians or voluntarists. To paraphrase our 
PEERLESS LEADER, true consumer’s freedom gives no one license to buy autos 
with tail fins—anymore than true freedom of speech gives any misguided 
person a “right” to propagandize against the views of the SS. 


* Here, however, the position of our PEERLESS LEADER seems anomalous. Perhaps in an 
unguarded moment, he seemed to argue in favor of clothing covering nakedness rather than 
suggesting it. However, whether or not clothes should suggest nakedness is after all not a 
sumptuary issue but “irrelevant moralizing.” On the other hand, who can deny that the 
bikini is exemplary sumptuary garb? 
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| ene theory, as we know it, was developed largely by utilitarians. Ad- 
mitting the measurability and interpersonal comparability of utility and ac- 
cepting the maximization of utility as an ethically desirable social goal, neo- 
classical economists were able to combine an instinctively human zeal for 
social reform with subjectively satisfactory scientific integrity. The positivist 
revolution has sharply disturbed this scholarly equilibrium. If utility is neither 
cardinally measurable nor comparable among persons, the economist who 
seeks to remain “pure” must proceed with caution in discussing social policy. 
The “positive” economist becomes an inventor of testable hypotheses, and his 
professional place in policy formation becomes wholly indirect. 

Milton Friedman has provided the clearest statement of the positivist posi- 
tion,’ and he has called for a distinct separation between the scientific and the 
non-scientific behavior of individuals calling themselves economists. But 
economics, as a discipline, will probably continue to attract precisely those 
scholars who desire to assist in policy formation and to do so professionally. 
The social role of the economist remains that of securing more intelligent legis- 
lation, and the incremental additions to the state of knowledge which “posi- 
tive” economics may make seems to shut off too large an area of discussion 
from his professional competence. Does there exist a role for the political 
economist as such? This essay will examine this question and suggest an 
approach.” 


I. THe NEw WELFARE ECONOMICS 


The “new” welfare economics was born in response to the challenge posed 
by the positivist revolution. The intellectual source of this subdiscipline is 
Pareto, whose earlier attempts to introduce scientific objectivity into the social 
studies led him to enunciate the now-famous definition of “optimality” or 


?M. Friedman, Essays in Positive Economics 3—43 (1953). 


? The approach which will be suggested here involves an extension of some of Wicksell’s 
ideas on fiscal theory to modern welfare economics. For a recently published translation of 
Wicksell’s fiscal theory, see “A New Principle of Just Taxation,” in Classics in the Theory 
of Public Finance 72 (Musgrave and Peacock ed., 1958). 
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“efficiency.” This definition states that any situation is “optimal” if all pos- 
sible moves from it result in some individual being made worse off. The defi- 
nition may be transformed into a rule which states that any social change is 
desirable which results in (1) everyone being better off or (2) someone being 
better off and no one being worse off than before the change. This Pareto rule 
is itself an ethical proposition, a value statement, but it is one which requires 
a minimum of premises and one which should command wide assent. The rule 
specifically eliminates the requirement that interpersonal comparisons of 
utility be made. As stated, however, a fundamental ambiguity remains in the 
rule. Some objective content must be given to the terms “better off” and 
“worse off.” This is accomplished by equating “better off” with “ in that posi- 
tion voluntarily chosen.” Individual preferences are taken to indicate changes 
in individual well-being, and a man is said to be better off when he voluntarily 
changes his position from A to B when he could have remained in A. 

The theoretical work completed during the last twenty years has consisted, 
first of all, in a refinement and development of the Paretian conditions for 
“optimality.” Much attention has been given to a careful and precise defini- 
tion of the necessary and sufficient attributes of a social situation to insure its 
qualification as a Paretian P-point, that is, a point on the “optimality surface.” 
The application of this theoretical apparatus has taken two lines of develop- 
ment. The first, which is sometimes more specifically called the “new welfare 
economics,” is an attempt to devise tests which will allow changes in social 
situations to be evaluated. This work, which has been associated with Kaldor, 
Hicks, and Scitovsky, includes the discussion of the “compensation principle” 
and the distinction between actual and potential increases in “welfare.” The 
second line of development has been, in one sense, a critique of the Kaldor- 
Hicks approach. The ethical purity of the compensation tests proposed has 
been questioned, and additional ethical norms have been deliberately reintro- 
duced through the device of a “social welfare function,” which, conceptually, 
orders all possible states of society. With this, the problem of genuine choice 
among alternatives disappears, and the single “best” state of the world may be 
selected. This function may take any form, but its users have normally con- 
ceived the Paretian conditions to be relevant in defining a preliminary subset 
of social configurations. This approach, which is associated with Bergson, 
Samuelson, and Graaff, now appears to have more widespread support than 
the alternative one. Its supporters, notably Samuelson, argue that the Kaldor- 
Hicks efforts were “misguided” and erroneous®* and that only the “social wel- 
fare function” construction offers real promise of further development. In the 
latter, allegedly, “the foundation is laid for the ‘economics of the good so- 
ciety.’ 4 


* Samuelson, Comment, 2 A Survey of Contemporary Economics 37 (Haley ed., 1952). 
“Samuelson, Social Indifference Curves, 70 Q.J.Econ. 1, 22 (1956). 
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II. OMNISCIENCE AND EFFICIENCY 


Welfare economists, new and old, have generally assumed omniscience in 
the observer, although the assumption is rarely made explicit, and even more 
rarely are its implications examined.® The observing economist is considered 
able to “read” individual preference functions. Thus, even though an “increase 
in welfare” for an individual is defined as “movement to a preferred position,” 
the economist can unambiguously distinguish an increase in welfare independ- 
ent of individual behavior because he can accurately predict what the indi- 
vidual would, in fact, “choose” if confronted with the alternatives under con- 
sideration. 

This omniscience assumption seems wholly unacceptable. Utility is measur- 
able, ordinally or cardinally, only to the individual decision-maker. It is a 
subjectively quantifiable magnitude. While the economist may be able to make 
certain presumptions about “utility” on the basis of observed facts about be- 
havior, he must remain fundamentally ignorant concerning the actual ranking 
of alternatives until and unless that ranking is revealed by the overt action of 
the individual in choosing. 

If a presumption of ignorance replaces that of omniscience, the way in 
which “efficiency” as a norm enters into the economist’s schemata must be 
drastically modified. No “social” value scale can be constructed from indi- 
vidual preference patterns, since the latter are revealed only through behavior. 
Hence “efficiency” cannot be defined independently; it cannot be instru- 
mentally employed as a criterion for social action. Discussions of “ideal out- 
put” and “maximization of real income” become meaningless when it is recog- 
nized that the economizing process includes as data given ends as conceived by 
individuals. Ends are not given for the social group in any sense appropriate 
to the solution of problems in political economy, and the normally accepted 
definition of the economizing problem is seriously incomplete in not having 
made this clear. 

“Efficiency” in the sense of maximizing a payoff or outcome from the use of 
limited rescources is meaningless without some common denominator, some 
value scale, against which various possible results can be measured. To the 
individual decision-maker the concept of an “efficiency criterion” is a useful 
one, but to the independent observer the pitfalis of omniscience must be care- 
fully avoided. The observer may introduce an efficiency criterion only through 
his own estimate of his subjects’ value scales. Hence the maximization crite- 
rion which the economist may employ is wholly in terms of his own estimate 
of the value scales of individuals other than himself. Presumptive efficiency is, 
therefore, the appropriate conception for political economy. 

The relationship of the presumptive efficiency criterion to the Paretian con- 


° J. de V. Graaff in his book, Theoretical Welfare Economics 13 (1957), makes the assump- 
tion explicitly, but after one short paragraph proceeds with his argument. 
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struction remains to be clarified. Given the assumption of ignorance, Paretian 
“efficiency” cannot be employed in aiding a group in choosing from among a 
set of possible social policy changes. A specific change may be judged to be 
Pareto-optimal or “efficient” only after it has, in fact, been proposed and the 
individual preferences for or against the change revealed. Nevertheless, in dis- 
cussing proposals before individual preferences are revealed, the economist 
may utilize a presumed efficiency notion which retains the Paretian features. 
In diagnosing a specific proposal, the economist makes a judgment as to its 
“efficiency” on the basis of his own estimate of individual preferences. The 
Paretian elements are retained in the sense that the observer makes no at- 
tempt to do other than to “translate” what he considers to be individual pref- 
erences. He accepts these preferences, or tastes, as he thinks they exist. He 
does not evaluate social alternatives on the basis of individual preferences as 
he thinks they should be. 

This characteristic behavior of the political economist is, or should be, 
ethically neutral; the indicated results are influenced by his own value scale 
only insofar as this reflects his membership in the larger group. Conceptually, 
the economist may present a social policy change as “presumed Pareto- 
optimal,” the results of which are wholly indifferent to him as an individual 
member of society. The propositions which the economist is able to develop 
through the procedure outlined are operational in the modern sense of this 
term. The presentation of a policy shift is a hypothesis concerning the struc- 
ture of individual values and is subject to conceptual contradiction. The 
failure of recent methodological discussion to recognize this operational aspect 
of political economy appears to be based on an attempt to place the practi- 
tioner in a false position in the decision-making complex. The political econo- 
mist is often conceived as being able to recommend policy A over policy B. 
If, as we have argued above, no objective social criterion exists, the economist 
qua scientist is unable to recommend. Therefore, any policy discussion on his 
part appears to take on normative implications. But there does exist a positive 
role for the economist in the formation of policy. His task is that of diagnos- 
ing social situations and presenting to the choosing individuals a set of pos- 
sible changes. He does not recommend policy A over policy B. He presents 
policy A as a hypothesis subject to testing. The hypothesis is that policy A 
will, in fact, prove to be Pareto-optimal. The conceptual test is consensus 
among members of the choosing group, not objective improvement in some 
measurable social aggregate. 

Political economy is thus “positivistic” in a different sense from the more 
narrowly conceived positive economics. Both allow the expert to make certain 
predictions about the real world—predictions which are operationally mean- 
ingful. Propositions of positive economics find their-empirical support or refu- 
tation in observable economic quantities or in observable market behavior of 
individuals. Propositions in political economy find empirical support or refu- 
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tation in the observable behavior of individuals in their capacities as collective 
decision-makers—in other words, in politics. 

Propositions advanced by political economists must always be considered as 
tentative hypotheses offered as solutions to social problems. The subjective 
bases for these propositions should emphasize the necessity for their being 
considered as alternatives which may or may nct be accepted. But this is not 
to suggest that one proposition is equally good with all others. Just as is the 
case with positive economics, the skill of the observer and his capacity in 
drawing upon the experience which has been accumulated will determine the 
relative success of his predictions. 

There are no fully appropriate analogies to this task of the political econo- 
mist, but the role of the medical diagnostician perhaps comes closest. The 
patient is observed to be ill; a remedy is prescribed. This remedy is a hypoth- 
esis adveuced by the diagnostician. If the illness persists, an alternative reme- 
dy is suggested and the first hypothesis discarded. The process continues until 
the patient is restored to health or the existence of no solution is accepted. 
While this analogy is helpful, it can also be misleading. In political economy 
the observer isolates an “illness” or rather what he believes to be an “illness” 
through his knowledge of the system. He presents a possible change. But this 
change is a “cure” only if consensus is attained in its support. The measure 
of “wellness” for the political economist is not improvement in an independ- 
ently observable characteristic but rather agreement. If no agreement can be 
attained, the presumed “illness” persists, and the political economist must 
search for still other possible solutions. The political behavior of individuals, 
not market performance or results, provides the criteria for testing hypotheses 
of political economy. 


III. CoMPENSATION AND EXTERNALITY 


The “welfare economics” suggested here is simpler than that which as- 
sumes omniscience on the part of the observer. Much of the discussion in the 
subdiscipline has been devoted to two problems, both of which will be sub- 
stantially eliminated in the approach suggested. First, the appropriateness or 
inappropriateness of compensation has been a central topic along with the dis- 
cussion of the legitimacy or illegitimacy of certain tests. But, quite clearly, if 
the political economist is presumed to be ignorant of individual preference 
fields, his predictions (as embodied in suggested social policy changes) can 
only be supported or refuted if full compensation is, in fact, paid.* The poten- 


*There are two distinct meanings of the word “compensation.” In ordinary discussion, 
compensation is conceived as an objectively measurable quantity; this conception has no 
relevance for welfare economics. Compensation must be defined in terms of the individual 
choice process, and it becomes measurable only through an observation of choices made. 
Full or adequate compensation is defined as that set of payments required to secure the 
agreement of all parties to the proposed change. 
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tial compensation argument disappears, and the whole controversy over the 
appropriate tests becomes meaningless at this level of argument. 

Many scholars have objected to the requirement that compensation be paid 
on the grounds that such requirement creates a serious bias toward the initial 
or status quo distribution of “welfare” among individuals of the group. This 
criticism sems misdirected and inapplicable if the purposes of compensation 
are conceived to be those outlined. Full compensation is essential,*not in order 
to maintain any initial distribution on ethical grounds, but in order to decide 
which one from among the many possible social policy changes does, in fact, 
satisfy the genuine Pareto rule. Compensation is the only device available to 
the political economist for this purpose. 

If the observing economist is assumed omniscient, the actual payment of 
compensation may seem unnecessary, and the requirement for payment may 
appear to introduce the bias mentioned. No additional information about indi- 
viduals’ preference fields is needed, and none can be revealed by behavior. A 
proposed change is no longer a hypothesis to be tested, and the relatively 
neutral ethics imposed by the Pareto rule may prove too restrictive. And, if 
the observer does not move in the direction of the Bergson-Samuelson welfare 
function, he may attempt to devise tests for potential compensation. In this 
way the whole debate about the Kaldor-Hicks-Scitovsky criteria for improve- 
ment has arisen. This approach constitutes a distortion of the Pareto rule. If 
ethical evaluations on the part of the observer are to be introduced, there is no 
place for the Pareto rule. This rule is designed for use in situations where indi- 
vidual values must count, not because they possess some inherent ethical 
superiority (which is quite a different point), but because individual action 
provides the only guide toward acceptable collective action. 

The full-compensation requirement need not imply— indeed, it will not nor- 
mally imply—the maintenance of the status quo in the distribution of either 
income or welfare. Presumably, if a given social change is approved by all 
parties, each must be better off in absolute terms. Therefore, at the simplest 
level of discussion, there is more “welfare” to go around than before the 
change. To be sure, the relative distribution of “welfare” may be modified 
significantly by a fully compensated change. This is true because the order of 
presentation will determine the final point chosen from among a whole subset 
of acceptable points. The political economist cannot, however, say anything 
concerning the relative merits of the separate points in this subset. This 
amounts to saying that the political economist’s task is completed when he has 
shown the parties concerned that there exist mutual gains “from trade.” He 

has no function in suggesting specific contract terms within the bargaining 
range itself. 

An additional simple, but often overlooked, point on compensation needs to 
be made. The requirement of full compensation as here interpreted need not 
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imply that the measured incomes of individuals or groups may-not be reduced 
by acceptable social policy changes. “Welfare” is defined as that which is ex- 
pressed by individual preference as revealed in behavior. And individual be- 
havior may be fully consistent with a reduction in measured personal income 
or wealth. For example, a policy which combines progressive income taxation 
and public expenditure on the social services may command unanimous sup- 
port even though the process involves a reduction in the measured real in- 
comes of the rich. The existence of voluntary charity indicates that individuals 
are, in fact, willing to reduce their own incomes in order to increase those of 
others. And the peculiar nature of collective choice makes support for collec- 
tive or governmental action perhaps even more likely. Many individuals may 
find themselves saying: “I should be willing to support this proposal provided 
that other equally situated individuals do likewise.” Thus collective action 
may command relatively widespread support, whereas no purely voluntary ac- 
tion might be taken in its absence." 

A second major problem which has concerned theorists in welfare economics 
has been the possible existence of external effects in individual consumption 
and production decisions, sometimes called “spillover” or “neighborhood” 
effects. But this annoying complication also disappears in the approach to wel- 
fare economics suggested here. If, in fact, external effects are present, these 
will be fully reflected in the individual choices made for or against the collec- 
tive action which may be proposed. External effects which are unaccounted 
for in the presumptive efficiency criterion of the economist and the proposal 
based upon this criterion will negate the prediction of consensus represented 
in the alternative suggested. The presence of such effects on a large scale will, 
of course, make the task of the political economist more difficult. His predic- 
tions must embody estimates of a wider range of individual preferences than 
would otherwise be the case. The compensations included in the suggested 
policy changes must be more carefully drawn and must be extended to include 
more individuals who might otherwise be neglected.® 

Both the compensation and the externality problems may be illustrated by 
reference to the classical example of the smoking chimney. The economist ob- 
serves what he considers to be smoke damage and discontent among families 
living adjacent to the smoke-creating plant. Using a presumptive efficiency 
criterion, he suggests a possible course of action which the group may take. 
This action must include, on the one hand, the payment of some tax by the 
previously damaged individuals who stand to gain by the change. On the 
other hand, the action must include some subsidization of the owners of the 


* This point has been stressed by W. J. Baumol in Welfare Economics and the Theory 
of the State (1952). 


* The discussion of this paragraph assumes that the membership in the group making the 
collective choice is at least as large as the “neighborhood” defined by the presence of ex- 
ternal effects. 
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firm to compensate them for the capital loss which is to be imposed by the rule 
of law which states that henceforward the full “social” costs of the operation 
must be shouldered. Some such tax-compensation-smoke-abatement scheme 
will command unanimous consent from the group which includes both indi- 
viduals living within the damaged area and the owners of the firm. The prob- 
lem for the political economist is that of searching out and locating from 
among the whole set of possible combinations one which will prove acceptable 
to al! parties. If the smoke nuisance is a real one, at least one such alternative 
must exist. If no agreement of this sort is possible, the economist can only con- 
clude that the presumptive efficiency criterion was wrongly conceived and the 
hypothesis based upon it falsified.® 


IV. THE Scope For Poriticat Economy 


To this point, the behavior of the political economist has been the primary 
topic of discussion. The argument has been that the political economist, as 
such, has no contribution to make to the discussion of uncompensated changes 
but that a “positive” political economy, involving fully compensated changes, 
can be defined. From this argument, the inference may be drawn that full 
compensation is desirable in all cases, and the requirement for compensation 
may appear to stultify much “desirable” social policy. 

The appropriateness or inappropriateness of compensation must be explicit- 
ly discussed quite apart from the methodology of political economy. The main 
point to be made is that the principle of compensation, and, thus, the scope for 
political economy, is restricted to those social changes that may legitimately 
be classified as “changes in law,” that is, changes in the structural rules under 
which individuals make choices. Compensation is desirable here because only 
through the compensation device can appropriate criteria for “improvement” 
be discovered. This is merely to put in somewhat different language the classi- 
cal liberal conception of democracy itself. 

Within the structure of existing law, no grounds for the payment of com- 
pensation exist. This point may be illustrated by reference to the theft exam- 


* Objections will be raised to the procedure suggested here because its acceptance seems 
to leave the door open to exploitation of some parties to the contract by other unscrupulous 
parties. The owners of the smoke-creating firm may refuse to agree to any scheme except 
the one which grants them compensation equal to the full benefits of the proposed change. 
This possibility, or its converse, exists. But, in refusing to agree to any proffered compen- 
sation equal to or above the estimated value of the capital losses undergone, the owners 
must recognize that such opportunities might not recur. 

As a second point, if the distributional results of a change are significantly important, this 
fact alone may reduce the extent of the bargaining range. Even though the objectively meas- 
ured “income” of the previously damaged group were demonstrably increased by the adop- 
tion of the tax-compensation—smoke-abatement plan, this group might not agree if the 
owners secured the predominant share of the total benefits. They might veto the plan on 
distributional grounds, thereby preventing unanimity. 
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ple used by Stigler in his critique of the new welfare economics.’° Could not 
the “real income” of society be increased by bribing potential thieves instead 
of hiring policemen? This question is irrelevant. Presumably, those individuals 
who are thieves at any moment have supported laws which are designed to 
prevent theft. Stealing is a recognized violation of existing law and, as such, 
deserves punishment without compensation. Quite clearly, no consensus could 
be expected on a proposed change in the law that would involve bribing all 
future thieves. The suggestion that such a change might increase “real income” 
implies some objective definition of real income which is independent of indi- 
viduals’ behavior. 

A more practical example involves the government’s prosecution of monop- 
oly. The capital losses which are imposed upon firms successfully prosecuted 
should not, normally, be offset by compensation. This is because such action 
involves, in principle, no lawmaking. By contrast, the removal of a long-exist- 
ing and specific exemption to the law should be accompanied by the appro- 
priate compensating action. 

There are, of course, difficult problems involved in distinguishing between 
changes in the law and the enforcement of existing law. But such problems 
are no different from those normally faced in the everyday definition of 
property rights, which are, of course, enormously difficult. The whole issue 
here may well be put in terms of property rights. The political economist in 
the specific role here discussed is concerned with social or collective action 
that modifies in some way the structure of legitimate property rights. Compen- 
sation is required for the reasons suggested above. On the other hand, law 
enforcement may modify the structure of actual property right, but, in prin- 
ciple, it does not disturb legitimate rights. 

Political economy, therefore, applies to only one form of social change, 
namely, that which is deliberately chosen by the members of the social group 
acting in their collective capacities. Changes may occur for many reasons, and 
the set of possible changes that constitutes the domain for political economy is 
a relatively small subset of the total. Therefore, the requirement of compen- 
sation necessary to insure consensus or unanimity is not open to the common- 
ly voiced objection that all progress involves social disturbance and that some 
individual must be injured and some benefited by any significant social up- 
heaval. 

Changes may occur through shifts in tastes, introduction of new techniques, 
or growth in the supply of basic resources. These are normally considered to 
be the means through which an economy “progresses” or “grows.” Changes of 
this nature are, however, different, philosophically, from those which are de- 
liberately imposed through collective action. And this distinction is important. 
The free-market economic order is organized on the assumption that shifts 
may occur in the fundamentally exogenous variables. Imperfections of knowl- 


* Stigler, The New Welfare Economics, 33 Am. Econ. Rev. 355, 356 (1943). 
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edge about the possible shifts in these underlying variables are incorporated 
with the appropriate offsetting entrepreneurial rewards and punishments. Any 
attempt to secure compensation for all losses would surely destroy the system. 
But changes imposed by collective action are different, and the uncertainty in- 
volved in attempts to predict such action cannot be discounted or offset in 
the ordinary market structure." 


V. THe SoctaAL WELFARE FUNCTION 


The approach to political economy suggested in this essay may be compared 
with the Bergson-Samuelson approach which deliberately introduces ethical 
evaluations in the form of the “social welfare function.” Both approaches aim 
at establishing a role for the economist qua scientist beyond positive econom- 
ics narrowly defined. The differences between the two approaches lie in the 
treatment of individual values. 

The “social welfare function” is an explicit expression of a value criterion. 
It incorporates fully the required information concerning the relative impor- 
tance of conflicting aims, including the relative importance of separate indi- 
viduals within the social group. The function orders all possible social situa- 
tions and allows an external observer to select one as “best.” Presumably, this 
“best” point will lie on a “welfare frontier” which contains a sub-infinity of 
possible points. But the precise meaning of this “welfare frontier” is not en- 
tirely clear. If social situations are to be ordered externally, the “individual 
welfare scales” embodied must be those akin to those which enter into the 
presumptive efficiency criterion discussed above. Individual preferences, in- 
sofar as they enter the construction (and they need not do so) must be those 
which appear to the observer rather than those revealed by the behavior of the 
individuals themselves.-In other words, even if the value judgments expressed 
in the function say that individual preferences are to count, these preferences 
must be those presumed by the observer rather than those revealed in be- 
havior. 

Several questions may be raised. Unless the relevant choices are to be made 
by some entity other than individuals themselves, why is there any need to 
construct a “social” value scale? There would seem to be no reason for making 
interpersonal comparisons of “welfare” based on hypothetical individual pref- 
erences except for the purpose of assisting in the attainment of given ends for 
the group or some subgroup. This central feature of the approach seems, there- 

“ Some of the points made in this section may be clarified by the use of the game analogy, 
an approach to political economy that has been thoroughly developed by my colleague, 
Rutledge Vining. Political economy is concerned exclusively with the modifications of the 
rules of the game, and this branch of the discipline has no place in the discussion of stra- 
tegic action taken by either side in the game itself. The compensation requirement suggests 
only that all players agree on the rules before continuing the game. Changes made within 
existing law are analogous to the enforcement of agreed-on rules, and changes arising from 


the strategic contest itseli a:e fully analogous to the changes taking place by a shift of the 
exogenous variables of the economic order. 
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fore, to be contrary to one of the presuppositions of the free society. The func- 
tion may be useful as a device in assisting the decision-making of a despot, 
benevolent or otherwise, an organic state, or a single-minded ruling group. 
But, once this limitation is recognized, individual preferences, even as pre- 
sumed by the observer, need not enter into the construction at all except 
insofar as it becomes necessary to consider predicted individual reaction to 
coercively imposed changes. The Pareto conception of “optimality” loses 
most of its significance. 

The approach adopted here is based upon the idea that no “social” values 
exist apart from individual values. Therefore, the political economist, instead 
of choosing arbitrarily some limited set of ethical norms for incorporation into 
a “social welfare function,” searches instead for “social compromises” on 
particular issues. His proposals are hypotheses about individual values, 
hypotheses which are subjected to testing in the collective choice processes. 
Actual values are revealed only through the political action of individuals, and 
consensus among individual members of the choosing group becomes the only 
possible affirmation of a “social” value. The order which is present among 
“social” decisions, if indeed there is one, is revealed in the decision process it- 
self, not external to it. Whereas the “social welfare function” approach 
searches for a criterion independent of the choice process itself, presumably 
with a view toward influencing the choice, the alternative approach evaluates 
results only in terms of the choice process itself. 


VI. CoNSENSUS AMONG REASONABLE MEN 


In developing the argument of this essay, I have assumed that the social 
group is composed of reasonable men, capable of recognizing what they want, 
of acting on this recognition, and of being convinced of their own advantage 
after reasonable discussion. Governmental action, at the important margins 
of decision, is assumed to arise when such individuals agree that certain tasks 
should be collectively performed. To this extent, my argument rests on some 
implicit acceptance of a contract theory of the state. Since it is carried out 
only after general agreement, collective action is essentially voluntary action. 
State or governmental coercion enters only insofar as individuals, through 
collectively imposed rules prevent themselves from acting as they would act 
in the absence of such rules. 

I am aware of the limitations of this conception of society, and I can appre- 
ciate the force of the objection that may be raised on these grounds. Societies 
in the real world are not made up exclusively of reasonable men, and this fact 
introduces disturbing complications in any attempt to discuss the formation 
of social policy. 

In outlining the structure of a possible non-evaluative political economy, I 
am suggesting that we proceed on an as if assumption. Despite our knowledge 
that some men are wholly unreasonable, we assume this away just as we have 
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done in the organization of our whole democratic decision-making processes. 
Insofar as “antisocial” or unreasonable individuals are members of the group, 
consensus, even where genuine “mutual gains” might be present, may be im- 
possible. Here the absolute unanimity rule must be broken; the political 
economist must try, as best he can, to judge the extent of unanimity required 
to verify (not refute) his hypothesis. Some less definitive rule of relative 
unanimity must be substituted for full agreement, as Wicksell recognized and 
suggested. 

This necessary modification does not materially reduce the strength of the 
argument presented. But it does place an additional responsibility upon the 
political economist. He is forced to discriminate between reasonable and un- 
reasonable men in his search for consensus. This choice need not reflect the in- 
troduction of personal evaluation. Relatively objective standards may be 
adduced to aid in the discrimination process. Reflection from everyday expe- 
rience with groups which use unanimity as the customary, but not essential, 
means of reaching decisions should reveal that the genuinely unreasonable 
individual can be readily identified. This reduction of the unanimity require- 
ment to some relative unanimity does not suggest that “unreasonable” as a 
characteristic behavior pattern can be determined on the basis of one issue 
alone. And it should be emphasized that in no way whatsoever does continuing 
disagreement with majority opinion suggest unreasonableness. 


VII. Majority RULE, CONSENSUS, AND DISCUSSION 


The hypotheses which the political economist presents are tested by the 
measure of agreement reached, qualified only by the relative unanimity re- 
quirement introduced in the preceding section. But there remain two major 
practical difficulties to be confronted at this testing stage. These make the em- 
pirical testing difficult and, in some cases, impossible. First, collective deci- 
sions in democratically organized societies may be, and normally are, made on 
the basis of some variant of majority rule rather than consensus or unanimity, 
even if the latter is qualified to rule out limited “antisocial” dissent. 

The economist, employing his presumptive efficiency criterion, presents for 
consideration a policy change which embodies the hypthesis that the adoption 
of this change will constitute “improvement” in the “welfare” of the group in 
accordance with the Pareto rule. This proposal is then voted upon, either by 
all individuals in a referendum or by their representatives in a legislative 
body. If a majority rejects the proposal, the economist’s hypothesis is clearly 
refuted, and alternatives must be sought. The hypothesis is equally refuted if 
a minority dissents, but the proposal may be carried on the basis of majority 
decision. This adoption tends to preclude the presentation of alternative 
hypotheses more acceptable to the minority. Majority rule, considered as a 
final means of making decisions, has the effect of closing off discussion and of 
thereby limiting severely the efforts of the political economist. 
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This result of majority rule places before the political economist a great 
temptation and also places upon him significant responsibility. Knowing that 
collective decisions are made by majority rule, he will be tempted to present 
social alternatives which may command majority support rather than con- 
sensus. Adequate compensations for damaged minorities may be omitted in 
the proposals suggested with a view toward making the majority more recep- 
tive. Deliberate attempts in this direction would violate the neutral position 
outlined for the political economist here, but, given the inherently subjective 
basis for the presumptive efficiency criterion at best, the proposals presented 
may tend to reflect majority-oriented biases quite unintentionally. The danger 
that this bias will occur places upon the practitioner the responsibility of in- 
suring that suggested proposals do, in fact, include compensations to damaged 
minorities estimated to be adequate and, contrariwise, do not include overcom- 
pensations to damaged majorities. 

The probability that decisions will be made without consensus being at- 
tained adds responsibility to the economist’s task. Much greater care must be 
taken with the construction and application of the presumptive efficiency 
criterion. Again the analogy with the medical diagnostician may be helpful. 
Majority rule tends to place the political economist in the position of the 
diagnostician who may propose a fatal dosage if his diagnosis should prove in- 
correct. Hence he must be more careful than otherwise in proposing alterna- 
tive remedies. 

The practical difficulties introduced by majority rule may not be great if 
there exists consensus that all collective decisions reached in this way are 
temporary or provisional and are subject to reversal and modification. If 
majority rule is understood to be, not a means of making final decisions, but 
rather as one of making provisional choices while discussion continues, the 
possibility remains that alternative hypotheses can be presented subsequent to 
a favorable majority vote. No barrier to discussion need be introduced by 
majority rule conceived in this way. 

But if majority rule is conceived as merely a step in the discussion process 
leading toward final agreement, a second major problem of practical impor- 
tance arises. The whole process of discussion which characterizes the demo- 
cratic idea implies that, insofar as their behavior in making collective decisions 
is concerned, individuals do not have explicitly defined ends of an instrumental 
sort. If they do, discussion is bound to be fruitless, and an initial disagreement 
will persist. The purpose of political discussion is precisely that of changing 
“tastes” among social alternatives. The political economist, therefore, in con- 
structing and applying his presumptive efficiency criterion, must try to in- 
corporate the predicted preferences of individuals, not as they exist at a given 
moment, but as they will be modified after responsible discussion. In other 
words, he must try to predict “what reasonable individuals will reasonably 
want” after discussion, not what they “do want in a given moment” before 
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discussion or what they “ought to want” if they agreed in all respects with the 
observer. 

This recognition that individuals do not have given ends which can, at any 
moment, be taken as data by the observer appears to blur the sharp dividing 
line between “positive” political economy as here outlined and “normative” 
political economy which allows the observer to introduce his own ethical 
evaluations. This makes it more important that the attempt be made to test 
propositions in terms of expressed individual values instead of first attempting 
to estimate such values as a basis for decision. 


VIII. ConcLusion 


Positive science is concerned with the discovery of “what is”; normative 
science, with “what ought to be.” Positive economics, narrowly conceived, 
overly restricts the “what is” category. Political economy has a non-norma- 
tive role in discovering “what is the structure of individual values.” The polit- 
ical economist, in accomplishing this task, can remain as free of personal value 
judgment as the positive economist. To be sure, the objectivity of the political 
economist is more difficult to preserve, and his behavior in departing from it 
more difficult for observers to detect. His hypotheses must take the form of 
policy propositions, and these may tend to appear as recommendations rather 
than hypotheses. And, since such hypotheses must be based on some presump- 
tive efficiency criterion, an element of subjectivity is necessarily introduced. 
But the presence of subjective evaluation of the outside world (which includes 
the preference fields uf other individuals) does not imply the infusion of an 
individual value judgment concerning the “goodness” of the proposal pre- 
sented. 

In a sense, the political economist is concerned with discovering “what 
people want.” The content of his efforts may be reduced to very simple terms. 
This may be summed up in the familiar statement: There exist mutual gains 
from trade. His task is that of locating possible flaws in the existing social 
structure and in presenting possible “improvements.” His specific hypothesis 
is that mutual gains do, in fact, exist as a result of possible changes (trades). 
This hypothesis is tested by the behavior of private people in response to the 
suggested alternatives. Since “social” values do not exist apart from individual 
values in a free society, consensus or unanimity (mutuality of gain) is the only 
test which can insure that a change is beneficial. 

In his diagnosis and prescription, the economist must call upon all the 
skills and resources which he possesses. These include the traditional “efficien- 
cy” tools, but, in utilizing these, he must beware of slipping into the easy 
assumption of omniscience. The individual preference patterns which he incor- 
porates into his models must be conceived as presumed or predicted, and the 
changes which are based on these must always be considered tentative hypoth- 
eses to be subjected to testing in the polling places. The economist can never 
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say that one social situation is more “efficient” than another. This judgment 
is beyond his range of competence. He presents a hypothesis that one situa- 
tion is “presumed Pareto-Efficient,” and he allows the unanimity test (appro- 
priately modified) to decide whether his prediction is correct or incorrect. 
From this it follows that all his proposals must embody estimated full com- 
pensations. 

The role of the political economist as outlined here may be quite limited. 
The applicability of political economy is inversely related to the rate at which 
majoritarian conceptions of the democratic process replace the classical liberal 
conceptions. Even in a world seemingly dominated by majoritarian views, 
however, the approach outlined here can be useful in establishing some norms 
for scientific objectivity. Beyond the area of “positive” political economy, there 
may be room for the individual to serve in a normative capacity as an espe- 
cially well-informed citizen. Here his own ethical evaluations may be explicit- 
ly introduced, and he may choose to utilize certain welfare function construc- 
tions in this task. But this behavior must be sharply distinguished from his 
professional role, either as positive economist or as political economist. 

Perhaps this essay may best be summarized by the consideration of a single 
example: the removal of a long-established tariff. The positive economist can 
predict that imports of the commodity will increase, that domestic prices of 
the commodity will fall, that exports will increase, that resources will be 
shifted from the domestic to the export industries, etc. The “positive” polit- 
ical economist, building on the fundamental theorems of positive economics, 
attempts to devise a proposal or proposals which will remove or reduce the 
tariff and be approved by an overwhelming majority of the whole social group. 
He advances a proposal which embodies a tariff reduction, along with esti- 
mated full compensation to the damaged industries financed out of a tax im- 
posed on benefited groups. This proposal is advanced as a hypothesis. If the 
proposal is accepted by the whole group, the hypothesis is not refuted. If it is 
rejected, or approved by only a majority, the political economist should 
search for alternative schemes. In all this, as an observer, he is ethically 
neutral. His own evaluations of the alternatives considered do not, and should 
not, influence his behavior in any way other than that necessarily arising out 
of his membership in the group. 

If complexities of the collective decision-making process arise to prevent a 
genuine testing of the hypothesis, the economist may, if he desires, discard 
his “scientific” cloak. He may introduce his own ethical evaluations and state 
openly and frankly that he things tariff reductions would be “good” for the 
whole group. 

It seems useful that these three types of behavior of individuals calling 
themselves economists be separated and classified, even if practical politics 
reduce the second type to relative insignificance. 
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‘Tes countries of the world can be conceptually ranked in the order of their 
per capita incomes. There are, of course, formidable obstacles to interna- 
tional income comparisons. Impediments to the exchange of goods and cur- 
rencies have made it difficult to know the real values of any currency in terms 
of other currencies, and this, in turn, has made it difficult to attribute com- 
parative values, in a common currency, to the outputs of different countries. 

Nonetheless, it would not be far wrong to say that, on the average, the 
people of the richest countries of the world have incomes which are twenty to 
forty times as large as the people of the poorest countries. It is not clear 
whether the difference has become wider or narrower over the long historic 
run. What is clear is that people of the poorer countries want to narrow the 
gap, and that, especially since the end of World War II, interest in economic 
growth among the people of the poorer countries has been at white heat. This 
interest reflects, in part, the achievement of independence by many colonial 
countries, and in part, the creation of the United Nations anc its specialized 
agencies, which have provided the poorer countries with a forum for voicing 
their aspirations, and, to some extent, access to cheap capital. 

Interest and aspiration have been given concrete expression in economic 
policy of a variety of kinds, and a doctrine of sorts has emerged. A keystone 
of this doctrine is what Messrs. Bauer and Yamey, in their recent book on 
The Economics of Under-developed Countries call the “mystique of indus- 
trialization.” 

The doctrine takes the following form: if poverty is to be conquered in the 
poor countries, their economies must be reorganized, so that a higher propor- 
tion of resources is devoted to the manufacturing sector and a higher propor- 
tion of output is derived from the manufacturing sectors. 

The rationale seems to be empirical and not analytical. Anyone who looks 
about the world can see that the rich countries are industrial and the poor 
countries are producers of primary and agricultural products. Is it not, 
therefore, a facile conclusion that the way to become rich is to transfer re- 
sources from the primary producing sectors to the fabricating sectors of the 
economy? 

The truth of the proposition, even at the level of empiricism, is not clear 
cut. “The statistical relationship between real income or other indices of 
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development and the proportion of population engaged in manufacturing in- 
dustry,” write Bauer and Yamey, “. . . is not as straightforward as is often 
suggested. For instance, in the United States only about a quarter of the occu- 
pied population is in the manufacturing industry, a far smaller proportion 
than in the United Kingdom; yet, real income per head is appreciably higher 
than in the United Kingdom. The United States, Canada, New Zealand and 
Sweden all have an appreciably larger proportion of their population in agri- 
culture than the United Kingdom, and yet their real income per head is 
larger. . . . It was not until 1941 that manufacturing employment exceeded 
agricultural employment in the United States, by which time it had, for many 
decades been the richest or one of the richest countries in the world.” 

But suppose for a moment that it is true that real income has a high posi- 
tive correlation with the proportion of the labor force employed in manufac- 
turing and a high negative correlation with employment in agriculture. 
Would this really do anything more than reflect a low income elasticity of 
demand for agricultural products? Wouid it not mean only that, as real in- 
come rises, people tend to increase their expenditures for foodstuffs and prod- 
ucts, using agricultural fibres, at a slower rate than the rate at which their in- 
come rises? If it is only this, and it seems to me that there is not much more 
than this to it, then we have nothing more than a descriptive statement of how 
economies are changed as they progress. The descriptive statement does not 
have a policy prescription embedded -within it. If, by forced techniques or by 
some combination of taxes and subsidies, a government causes resources to be 
used to produce fabricated goods, rather than primary goods, it reduces total 
output, rather than increase it. To paraphrase Professor Viner, the rich coun- 
tries are industrial because they are rich; they are not rich because they are 
industrial. 

What any country wants, poor and rich alike, is maximum output from 
given resources, or, what is the same thing, an optimum distribution of re- 
sources among uses. It is a straightforward and easily defensible principle that 
this is achieved when the returns to given resources in all uses are equal at the 
margin. It is only a little less straightforward that the appropriate measure of 
the return to resources in different uses, if a people’s welfare is to be maxi- 
mized, is that which is given by free market places. 

The descriptive generalization that says that as real income rises, smaller 
proportions of income are spent for agricultural goods, only means that 
people, voting in the market by spending money, begin to prefer, as they be- 
come better off, other kinds of products than those of agriculture. 

If a people are poor and continue to be poor——that is, their real income has 
not risen—and, if these people prefer to spend a high proportion of their in- 
come for the products of agriculture, their welfare is not improved if govern- 
ment orders make available to them less foodstuffs, and more manufactured 
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goods, by compelling or inducing a transfer of resources out of agriculture and 
into manufacturing industry. 

Whatever merit the positive correlation between manufacturing employ- 
ment and real income has, even as an historical, empirical, descriptive propo- 
sition, is lost in open, trading economies. In the “industrial countries,” for 
example, there are regions devoted to agriculture. Abstracting the case of sub- 
sidies, these regions are devoted to agriculture because the return to their 
resources used in this way is greater than it would be, used in any other way. 
The products of their agriculture are traded for other products produced in 
other regions. It would be clearly a mistake to say that the people of these 
regions would be better off, if they were forced to put their resources to such 
use, withdrawing resources from agriculture. If they do not, it must surely be 
that their incomes would fall, if they turned to manufacturing. 

Now, in principle, there is no difference between the inter-regional case and 
the international case. If New Zealand specializes in wool and trades its wool 
for manufactured products of other countries, it is because the real income of 
' her people would fall, not rise, were resources used to produce wool turned 
to manufacturing instead. 

We see, therefore, that in an open trading world, it is not even descriptive- 
ly true that, as income rises, the structure of employment in any particular 
country (or any particular region within a country) should be expected to 
change, such that manufacturing employment rises relatively. And this is so, 
even if the income elasticity of the demand for food and fibres is, in general, 
low, for in a trading world, low income elasticity of demand can be defeated 
by high price elasticity of the demand for the agricultural products of any 
given country. 

The following observations are implicit in what has preceeded: 

1. Intrinsically, no product is better than any other. Heavy industry is not 
better than light, and manufacturing is not better than the primary-produc- 
ing or service sectors. A sheet of steel is not better than a quantity of wheat 
and neither is better than the services of a shoeshine boy. If product and fac- 
tor markets are free, and a man is able to earn more shining shoes than carry- 
ing bobbins in a spinning mill, this is what the community wants him to turn 
his labour to, and he is more productive shining shoes than carrying bobbins. 

Many lay people and even professional economists in the poorer countries 
believe that in some sense it is better to produce goods than services. This is, 
of course, not true. All of us when we choose to spend income for services, do 
so because we derive more utility from consuming them, than if we had spent 
this income for goods. And even non-economists will surely agree that the 
services of doctors and teachers are productive. 

2. If markets are free, the product of a weaver’s services in a woolen mill 
which can be bought with one hundred units of money is just equal in value 
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to the product of a farm worker’s services which can be bought at the same 
price. 

3. If markets are not free and woolen mills are subsidized, either directly 
or by some special protection, while agriculture is taxed, either directly or by 
some special impediment, then woolen cloth which costs one hundred units of 
money is worth less than agricultural products of the same cost, for resources 
used in producing woolen cloth would have been more productive, if they had 
been used in agriculture instead. If it is agriculture that is subsidized and 
woolen mills taxed, the positions are, of course, reversed. 

4. The fact that some product can be technically produced in a country 
does not mean that it is to the country’s interest that it be produced there. 
Technically, any product can be produced in any country. The relevant crite- 
rion is always that of productivity and output—that is, in the production of 
which product will given resources yield the largest output? And, to this ques- 
tion, there is no other meaningful answer than that given by the marketplace. 

5. It is not necessarily true that the industries that are appropriate to a 
country are those which fabricate national resources. It is good, of course, to 
have low transportation costs, rather than high, especially for commodities 
that are heavy or bulky, relative to their values, or which lose much weight in 
processing. But even commodities like iron ore are, these days, transported 
long distances to the steel fabricating centers, and it should be clear that it is 
better to transport short distances across national boundaries, than long dis- 
tances within a single country. It is surprising how deeply entrenched in the 
popular conscience are notions like that which recently appeared in a letter to 
the editor of an important Chilean newspaper: “The sugar beet industry does 
not use imported raw materials and therefore the cost of its product will be 
much lower than that produced by the refineries processing imported raw cane 
sugar.” 

6. It is not true that it is necessarily better for a country to process its own 
raw materials than to export them for processing in other countries. If dia- 
mond-cutting skills are concentrated in Amsterdam, the South Africans are 
surely better off to have the diamonds they mine cut in Holland than to cut 
them themselves. 

7. If the manufacturing sector of the economy is subsidized (for example, 
by extraordinarily high protection from foreign competition) and, if, as a 
result of this, the proportion of the economy’s output accounted for by by this 
sector rises, it is not right to say that this sector has “contributed” more than 
other sectors to economic growth, as though managers of industrial firms were 
more enterprising than managers of other firms. Independently of differential 
entrepreneurial behaviour among sectors, we should expect this relative 
change in output among sectors to occur, simply because resources are trans- 
ferred out of the sectors which are disadvantaged by public policies into the 
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sectors which are advantaged by public policies. Resources have alternative 
uses and opportunity costs are incurred when they are put to any specific use. 
Resources used in manufacturing are lost to other sectors. More output in the 
one is secured at the expense of less output in the others. If in the absence of 
artificial impediments and stimuli, the resources would, in fact, have been used 
in the other sectors (because the output would have been greater in such use), 
then their use in manufacturing really implies that the whole output of the 
economy has been diminished by the increase in manufacturing output, rather 
than the opposite. 

8. The argument that any firm or industry, in any sector of the economy 
should have special protection because “it employs X number of workers” or 
“it pays Y amount of wages” is without merit. A firm which cannot survive 
without special protection is one to which resources are malallocated. If it had 
only the ordinary protection offered the generality of firms, it would presum- 
ably die; if this were not so, it would not need special protection. If, in the 
absence of special protection, it would die, this means that it would lose re- 
sources (for example, labor) to other firms, and this in turn means that other 
firms would be prepared to pay more for these resources and would bid them 
away. But this is exactly the same as saying that these resources would be 
more productive with other employers than with their present employer. Thus, 
the preservation of such a firm, while it appears superficially to serve the gen- 
eral interest of the community, really does it damage. Its survival, through the 
special protection it receives, causes the output of the economy to be lower 
than it would be. If disservice is done the community in general by a policy 
of special protection, are any interests served by it? They are, and these are 
the special interests of the owners of productive factors used by the specially 
protected firm, which, because of this policy, receive monopoly rent. It is not 
strange that wolves so often cover themselves in the skins of lambs. What is 
strange is how often the people are misled to believe that wolves in lamb skins 
are really lambs and how often they confound the special with the general 
interest. 

Special protection for any firm or industry implies special costs for other 
firms, industries and households. The special protection for a newsprint paper- 
producing industry which is derived from the prohibition of imports of news- 
print implies a special cost for newspaper publishers, for firms in any industry 
that are relatively heavy newspaper advertisers, for households which are 
especially heavy newspaper readers, and for workers with specialized typo- 
graphical skills. 

9. A defense for some protection for new industries against foreign competi- 
tion can be made on infant-industry grounds. In any case, the protection 
should be uniform among industries and products, if malallocation of re- 
sources is not to be compounded. It can be remarked parenthetically that any 
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industry for which imports of competitive foreign products are prohibited 
is afforded protection that is infinite in magnitude, and this is surely too 
much. What is completely without justification is protection against internal 
competition. A number of the poorer countries have applied such a policy 
by impeding new investment in an industry whose markets are considered 
to be saturated. The notion of “market saturation” is difficult conceptually, 
in any case, since the demand for most commodities is at least somewhat 
price elastic, and a market for nails which is saturated at 500 units of money 
for a given quantity of nails ceases to be saturated if this quantity of nails 
were sold for 250 units of money. But more than this, the limitation on 
internal competition on the pretext of overproduction raises a protective 
umbrella over inefficiency and gives sluggards command over resources that 
otherwise would be bid away from them by more able men, therefore dimin- 
ishing output at the whole community’s expense. 

We turn now to a cognate topic. Over and over again one reads in the 
press of the poor countries about one industry or another contributing so 
much to the economy by “saving foreign exchange.” This is, of course, part of 
the rationale for the prescription that economies must grow by industrializing, 
because a high proportion of imports into what are called the under-developed 
countries are manufactured goods. If the foreign exchange spent for these 
goods is to be “saved,” it must be by establishing industries which produce 
import substitutes. 

The import substitution thesis consists of the following: 

By exporting goods and services, a country acquires foreign exchange that 
gives it a claim on the goods and services produced by other countries. This 
supply of foreign exchange is a scarce and valuable resource. It should be used 
to buy goods and services which cannot be produced in the country. If some 
of these goods and services now being imported can be produced in the coun- 
try, they should be. This will permit the available foreign exchange to be 
used for goods and services which cannot be produced in the country. There- 
fore, policy should direct resources towards those industries which produce 
goods and services which substitute for imported goods. 

It can be demonstrated that any country is best off in a welfare sense, if (a) 
output of goods and services is as large as it can be; (b) resources are dis- 
tributed between production of consumers’ goods and capital goods such that 
the distribution is consistent with the community’s valuation of current and 
future consumption; and (c) goods and services are locally produced (pro- 
duced directly) or imported (produced indirectly) such that any country pro- 
duces those things for which it has a comparative net advantage over other 
countries. 

None of these criteria for resource use is met by a policy of substituting 
local production for imports. 
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Suppose that resources in a country are being used in the production of 
kinds and qualities of goods and services such that output is at the maximum. 
Now it is proposed that some resources be moved to produce some other good, 
different from that for which they are presently used, because this “some 
other good” is a substitute for imports. The outcome is lower total output and 
is inimical to the welfare of the country. 

Technically any good can be produced in any country. Consider bananas, 
a tropical product now imported by the temperate countries. By building 
greenhouses and importing soils, etc., bananas can be produced in temperate 
countries. Would it be wise to do so? It would not, because a temperate coun- 
try can produce bananas indirectly more cheaply than she can produce them 
directly. This means that, if Ecuador has a comparative advantage over 
Argentina in the production of bananas, it pays Argentina to let Ecuador pro- 
duce them for her, to consume Ecuadorean bananas, and to give Ecuador in 
exchange something for which Argentina has a comparative advantage over 
Ecuador. 

If this is true for bananas, it is also true for any other goods or service. If 
Argentina should insist on locally producing bananas, or any other thing for 
which she is at a disadvantage, the outcome would be lower total output. 

Carried to its logical extreme a policy of import substitution is a policy of 
self-sufficiency. Let any country substitute local production for all her im- 
ports. Imports are now reduced to zero, because, with positive exports and 
zero imports, any country would simply be giving away goods and services 
and getting nothing in return—unless she accumulates foreign exchange bal- 
ances to be used later. But this “later use” is inconsistent with a policy of 
complete import substitution. A policy of self-sufficiency and zero interna- 
tional trade is one that leads to lower output, given that any country has a 
relative comparative advantage over all others in the production of some 
goods. 

The policy of import substitutions is not saved by a qualification that only 
those imports should be substituted which are economic. If the use of re- 
sources for producing a particular good is economic, this suffices, and it is 
irrelevant whether or not it substitutes for imports. Economic use of resources 
has nothing to do with import substitution. 

It is sometimes said, in defense of the “import substitution thesis” that 
there are some things that are very uneconomic for a country to produce and 
other things that are only somewhat uneconomic for it to produce; that we 
should distinguish between these, and that foreign exchange should be used 
for the former, producing the latter in the country, instead of importing them. 

What is the meaning of “uneconomic”? It is uneconomic to produce com- 
modity A in a country, if the quantity of resources that is necessary to pro- 
duce a unit of A in the country is greater than the quantity of resources that 











146 THE JOURNAL OF LAW AND ECONOMICS 


would be necessary to produce some other commodity, B, which can be ex- 
changed for an imported unit of commodity A. 

If the difference in these quantities is “very large,” it is very uneconomic to 
produce A in the country; if the difference in these quantities is “somewhat 
large” it is somewhat uneconomic to produce A in the country. 

In either case, the country loses by producing A rather than importing it. 
If a country’s output is to be maximized, given its resources (and every 
country, and especially the poor countries, wants to have the largest possible 
output), then the resources put to produce A should instead be used to pro- 
duce B, and A should be imported. 

The argument that the country would be worse off if it used resources to 
produce C is not a strong or sound case for using resources to produce A. 
Correct policy is to use them to produce B. The fact that some policies would 
cause the country to suffer heavily is not a good defense for some other poli- 
cies that cause her to suffer only slightly. What any country wants is not 
policies that will cause only a little more misery (rather than much more 
misery), but policies that will cause less misery. 

The appropriate policy for any country is one which causes resources to be 
used for purposes which will yield the highest output which can be derived 
from them. This is not the same as policies which cause resources to be used 
for those purposes which substitute for the importation of some products and 
which free foreign exchange for the purchase of other imports. 

This paper calls into question propositions which many people in the poorer 
countries have come to believe to be so obviously true as to be axiomatic and 
which have had a wide currency among the people. They have produced wrong 
policies that have diminished income and welfare. 
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I. INTRODUCTION 


ene are always treacherous, particularly when treating such a com- 
plex subject as the structure and growth of Soviet industry. One may present 
either a detailed picture of a narrow aspect of the topic or a bold sketch of the 
subject in the large. The latter approach seems most appropriate here, but it 
should not be undertaken or studied without an awareness of the importance 
of things left unsaid. Few topics of the day are more controversial than the 
question of Soviet economic growth. Scholars who have devoted their profes- 
sional careers to this subject reach vastly different conclusions, on matters of 
both fact and interpretation. We are a long way from the scholarly ideal of 
agreement. 

For this reason, it is as important to know how conclusions are reached as 
what they are. And there is the dilemma: full documentation, usually tedious 
and complex in this field, cannot be presented in a summary statement. Nor 
can all the necessary qualifications be kept constantly before the reader. This 
essay represents an effort to compress voluminous materials and qualifications, 
with all the unavoidable vices of a summary. It draws on preliminary findings 
of a broad study of Soviet economic growth sponsored during the last five and 
a half years by the National Bureau of Economic Research. Since the study 
has not yet been completed, the findings are subject to revision before the 
final report is published. That report will, of course, contain a documentation 
of the basic statistics. 

Any summary of Soviet industrial performance must start with a few words 
on the difficulties of appraising it. The student of the Soviet economy takes 
his data from the official Soviet press, and therein lie unusual troubles. Some 
may find it hard to believe that Soviet statistics are “really” worse than 
others, because every specialist in no matter what field quickly becomes con- 
vinced that no data could be as bad as those he is forced to work with. Why 
call the kettle black when it is probably no grayer than the pot? 

Let us acknowledge at once that all statistics contain faults and errors. Let 
us also acknowledge that no government or other agency resists the tempta- 
tion to stretch figures to its own account if it feels it can get away with it. 
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Representative government, competitive scholarship, and free public discourse 
are the Western institutions that have counteracted error and misrepresenta- 
tion in statistics, imperfectly to be sure, but at least to some degree. 

The peculiar difficulties with Soviet statistics stem, in the first instance, 
from the system of authoritarian, centralized planning—from what has been 
called a “command economy.” Published statistics come from only one source: 
the state. There are no independent sources to restrain each other or to be 
used as checks against each other, except to the extent that related figures 
published by different state agencies might not be fully coordinated before 
publication. At the same time, the suppliers of data to the central authorities 
—the economic and administrative units—have a stake in the figures they re- 
port, since their performance is judged on the basis of them. The Soviet statis- 
tical authorities do not hide their concern over the misreporting that results 
from this feature of the economic system. 

A second set of difficulties stems from the crusading nature of Soviet com- 
munism. Statistics are grist for the propaganda mill. Knowing the ideological 
views of Soviet leaders, one cannot expect them to dispense facts in a passive 
and detached manner. 

For both broad reasons, Soviet statistics are selective and of varying reli- 
ability and ambiguity. The policy of selectivity has two rather opposing re- 
sults as far as statistics on physical output are concerned. On the one hand, 
some areas of poor performance are shielded from view, being underrepre- 
sented in published data. On the other hand, some of the more rapidly ex- 
panding economic activities associated with the military sector are also not 
reported on. It is impossible to determine the net bias of the sample of pub- 
lished data: whether there is, on this count, a net over- or understatement of 
growth.! 

A few broad generalizations can be made about the reliability of the pub- 
lished statistics. In the first place, absolute output is probably overstated in 
the case of most industries, particularly for the years within the Plan period, 
though the degree of overstatement cannot be determined. In the second 
place, growth in output is also probably overstated relative to a prerevolu- 
tionary or an early Soviet base, but not necessarily over other parts of the 
Soviet period. Over some of the latter years growth may be overstated, over 
others understated, and over still others more or less accurately reported. This 
will vary from industry to industry and from one situation to another. 

Whatever the faults of data on output of individual industries, they are 
more reliable than official aggregative measures, such as the official Soviet 
index of industrial production. Although the details underlying this index have 
not been made public, Western specialists are generally agreed that, from 

1 These brief comments apply to the condition of economic statistics since 1956. Between 


1938 and 1956, statistics on physical output of individual industries were not published at 
all in the Soviet Unien, with a few minor exceptions. 
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what they know about the construction and behavior of the index, it exag- 
gerates industrial growth, though apparently less in recent than in earlier 
years. 

There are other factors in addition to the defects in basic statistics that 
make it difficult to construct meaningful measures of aggregate industrial pro- 
duction. Soviet prices generally do not reflect relative costs of production; the 
industrial structure has shifted radically over short periods of time; growth 
rates have differed widely from sector to sector; growth has been interrupted 
at critical points by major disturbances; and so on. Finally, quantitative 
growth has not been accompanied by the general improvement in quality 
that has characterized industrial development in most Western countries. 

These considerations make it difficult to summarize Soviet industrial per- 
formance in terms of mere numbers. But summaries are useful and necessary, 
and they cannot be fully qualified at every point without turning them into 
the voluminous reports they are supposed to summarize. In the summary to 
follow, the necessary qualifications are intended to be implicit throughout, 
and they should be kept in mind to dull the edge of deceptively sharp figures. 


II. Soviet INDUSTRIAL GROWTH 


Growth in output—Soviet industrial output multiplied between 5 and 6 
times over the period 1913-55 (see Table 1 and Chart 1).? Performance 
varied widely among sectors, with output multiplying 16 times in the case of 
machinery and equipment, 9 times in the case of intermediate industrial prod- 
ucts, but only 3 times in the case of consumer goods. The average annual 
growth rate was 4.2 per cent for industry as a whole, 6.8 per cent for machin- 
ery and equipment, 5.5 per cent for intermediate industrial products, and 2.6 
per cent for consumer goods (see Table 2). 

Some of this growth is attributable to the territorial expansion that took 
place during and after World War II. We have estimated that the acquired 
territories added about 11 per cent to industrial output, and, if we suppose 
that this relation would also have held true in 1955, the average annual growth 
rate for all industry over the Soviet period would have to be reduced from 4.2 
per cent to 3.9 per cent to eliminate the effects of territorial expansion. The 
assumptions underlying such an adjustment are, of course, somewhat arbi- 
trary. 

The dispersal of growth trends (unadjusted for territorial expansion) may 
be seen more clearly by examining a finer breakdown of industries. For a sam- 


* Industry includes manufacturing, mining, logging, fishing, and generating of electricity. 
For the purpose of this summary, aggregate Soviet output is measured by a comprehensive 
index based on moving Soviet weights. That index directly covers almost all categories of 
products except military end items and the more heterogeneous categories of machinery. 
Alternative indexes using different product coverages, weighting systems, and weight bases 
give results dispersed about those given by the comprehensive index with moving weights. 
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ple of 70 industries, growth rates ranged from an average annual decline of 
0.9 per cent to an average annual increase of 16.8 per cent; the middle half 
of these growth rates ranged between increases of 2.5 per cent and 8.5 per 
cent. The median was 5 per cent, which is higher than the weighted average of 
4.2 per cent shown by the production index. Industries producing consumer 
goods dominate a distinct lower region of growth and are essentially confined 
to it, while other industries are concentrated about a higher region. 


TABLE 1 


INDEXES OF INDUSTRIAL PRODUCTION FOR RUSSIA, SOVIET UNION, AND 
UNITED STATES: BENCHMARK YEARS, 1870-1955 


(1913 = 100) 
Output per Person Output PER Heap 
Totar Ourreut ENGAGED IN oF PopuLATION 
Russia or Inpvustry* Russia or 

Soviet United Soviet United Soviet United 
Union” States Union States Union States 

1870 13 12 21 29 
_ = 17 14 25 30 
1880..... 22 20 36 38 
sae 28 23 36 39 
 . re 38 35 55 54 
1895 52 39 59 56 
IS own iste ahs 74 50 77 65 
1905 72 74 69 91 
1910 102 85 61 88 
See 118 ie ia ans 99 100 
cic in 9.05 Sie 100 100 100 100 100 100 
Sa 20 125 aaa vale 20 113 
ES 172 110 149 93 138 
Ay 150 119 85 139 123 91 
br ...... : 258 194 121 158 195 145 
., ae 213 117 169 178 156 
eee... ; 119 342 ees ake 124 234 
1950.... . 384 365 138 215 252 232 
ee 558 454 167 246 358 264 


* Persons engaged measured in full-time equivalents. 


>For 1913, first figure applies to Tsarist territory; second, to interwar Soviet territory. Otherwise, current 
territory. Index covers civilian products only. 


The over-all growth rate is lower for the Soviet period than for the last 
forty-odd years of the Tsarist period, when the growth rate was 5.3 per cent 
a year according to our index (see Table 2). Although the latter is based on a 
weak foundation of data and might have come out differently if better data 
had been available, one may allow for substantial relative overstatement of 
Tsarist growth, presuming all the error in that direction, and still conclude 
that it was faster than growth over the entire Soviet period. As to individual 
industries, higher growth rates in the one period are not systematically related 
with either higher or lower growth rates in the other. Here again, the sample 
is small, covering only 23 industries, and conclusions must therefore be tem- 
pered. 
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There has been a rather striking inverse relation between the rapidity of 
growth in an industry over the Soviet period and its “stage of development” 
at the beginning of the period. For a sample of 48 industries, those whose out- 
puts were smallest relative to the United States in 1913 have shown a strong 
tendency to grow fastest. The tendency is even more pronounced when the 
Plan period is considered by itself, the stage of development in this case 
being measured as of 1928 and the growth over 1928-55. A growth pattern of 
this sort is to be expected of any country undergoing rapid industrialization, 
but in the Soviet case the evidence suggests it has been accentuated by 


TABLE 2 
AVERAGE ANNUAL GROWTH RATES FOR SOVIET INDUSTRY: OUTPUT, LABOR 
PRODUCTIVITY, AND PER CAPITA OUTPUT, SELECTED PERIODS 
(Per Cent) 


Att CrvrLian INDUSTRIAL Propucts 


INDUSTRIAL Intermediate Consumer 
Periop MATERIALS* Total Products Machinery” Goods 
Output 

1913-55°...... 4.0 4.2 5.3 6.8 2.6 
1913-28...... 0.1 0.1 0.5 0.4 — 0.2 
1928-—55¢ .s 6.2 6.5 8.4 10.6 4.3 
1928-40¢...... 8.0 8.3 11.9 15.7 4.8 
1940-55 biecd 4.7 5.1 5.6 6.7 L 
1928-37 Kel 9.6 10.9 15.0 26.3 5.5 
1950-55 ? 9.6 7.7 9.0 2.6 10.0 


1913-55. ; 1.0 1.2 0.2 1.4 2 
1913-28... ' 0.7 0.7 1.4 — 0.2 0.3 
1928-55..... 1.3 1.6 a0 2.3 1.9 
1928-40 0.2 0.5 o.2 1.7 0.9 
1940-55 2.0 2.4 2.8 3.5 y 
1928-37.... 0.1 1.1 4.8 6.3 1.0 
1950-55... 5.4 3.9 - Wy — 1.5 5.9 
Output per Head of Population 
SS. 3.1 3.3 4.6 5.8 a7 
1913-28...... —0.5 -— 0.5 — 0.1 — 0.2 — 0.8 
§9276-SS...... 5.0 5.3 Bea 9.4 3.2 
1928-40. ..... 5.6 5.9 9.4 13.1 2.4 
1940-55.... 4.7 5.1 5.6 6.7 3.7 
1928-37...... 8.6 9.9 14.0 , — 4.6 
1950-55.... 7.2 5.9 7.2 0.9 8.2 


* Output per person engaged derived by dividing index for industrial materials by index for all persons engaged 
in industry. That is, for purposes of this calculation, the index of indusirial materials is taken to represent an index 
of total industrial production. 

_» Output does not explicitly cover military end products while employment does. Hence growth in labor produc- 
tivity is probably understated 

© Territorial gains may be approximately excluded from growth rates in the first two columns by subtracting 
the following percentage points: 1913-55, 0.3; 1928-55, 0.4; 1928-40, 0.9 
4 Persons engaged measured in full-time equivalents. 
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planned design, as effort to “overcome and surpass the leading capitalist econ- 
omies.”” 

Growth has varied widely not only among industries, but also over different 
spans of time. The early years were marked by external and internal wars, so 
that measurable industrial output dropped by 80 per cent between 1913 and 
1920. By 1927 or 1928 industrial output had roughly recovered to its 1913 
level in quantitative terms, though a general deterioration in the quality of in 
dustrial goods over this period meant that the recovery was less complete. 
Moreover, it was uneven even if no allowance is made for deterioration in 
quality: the 1913 level of output was not achieved in the case of consumer 
goods, while it was somewhat exceeded in the case of all other products. 

With the institution of the First Five Year Plan at the end of 1928, growth 
accelerated rapidly and generally except in the area of consumer goods. The 
acceleration continued through the Second Five Year Plan and extended into 
consumer goods. Against a background of political purges and partial wartime 
mobilization, the pace of industrial growth slackened in the succeeding three 
years of the shortlived Third Five Year Plan, and such growth as took place 
may be attributed to territorial expansion. The growth of output over 1937- 
40 is understated by our comprehensive index because it does not reflect the 
partial conversion of certain industries, principally chemicals and machinery, 
to military-type products. Output of industrial materials grew by 10 per cent 
over this period, while output of all civilian products grew by only 3 per cent. 
By the end of 1940, industrial output stood at about 2.6 times its level in 1913 
and 1928; or, if territorial gains are excluded, at about 2.3 times its earlier 
level. 

World War II brought with it a sharp decline in output—offset in large 
part by Lend-Lease shipments—and heavy losses in manpower and capital. 
Recovery was swift in the Fourth Five Year Plan, being aided by collection 
of reparations and other economic policies in Eastern Europe, so that the pre- 
war level of industrial output was apparently regained by 1948 or 1949. 
Rapid growth was maintained through the Fifth Five Year Plan, where our 
study largely ends. Industrial output multiplied about 2.1 times between 1940 
and 1955. 

Over the Plan period (1928-55) the average annual rate of growth was 6.5 
per cent for all industry (6.1 per cent if territorial gains are excluded), 8.4 
per cent for intermediate industrial products, 10.6 per cent for machinery, and 
4.3 per cent for consumer goods. The growth rate has tended to slow down or 
retard: for all industry, it was 8.3 per cent a year over 1928-40 (7.4 per cent 
if territorial gains are excluded) and 5.1 per cent over 1940-55; or, if the war 
years are removed from consideration, it was 10.9 per cent a year for 1928- 
37 and 7.7 per cent for 1950-55. There is a similar retardation in growth for 
each of the categories of intermediate industrial products, machinery, and 
consumer goods, 
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As in other countries, retardation in growth has been general for individual 
industries, narrowly defined. The available evidence indicates that most indus- 
tries experienced a slower growth over the Soviet period than over the late 
Tsarist period, and over the later Soviet years than over the earlier ones. 
Moreover, most of the industries with retardation in growth from the Tsarist 
to the Soviet period also had retardation within the latter. 

Growth in output and employment.—The number of persons engaged in 
Soviet industry, expressed in full-time equivalents, multiplied 3.3 times be- 
tween 1913 and 1955. Thus, 60 per cent of the growth in output may be 
attributed to expanded employment and 40 per cent to increased labor pro- 
ductivity. Put another way, persons engaged increased at an average annual 
rate of 2.9 per cent; labor productivity increased only 1.2 per cent, ranging 
from 0.7 per cent a year for construction materials to 4.3 per cent a year for 
electricity. 

Growth in labor productivity, as we have measured it, has fluctuated from 
period to period, but there has been an underlying trend toward acceleration. 
Employment apparently grew slower than output between 1913 and 1928, 
1933 and 1937, 1940 and 1950, and 1950 and 1955; it apparently grew faster 
between 1928 and 1933 and between 1937 and 1940, both periods of radical 
structural change in industry. The decline in labor productivity over 1937-40 
is overstated somewhat because growth in output is understated by our com- 
prehensive output index. Chemicals and machinery are probably the major 
industries for which the decline is overstated. For industry as a whole, labor 
productivity would be shown as rising slightly if industrial materials were 
used to measure industrial output. The average annual growth rate in labor 
productivity rose from 0.7 per cent for 1913-28 to 1.6 per cent for 1928-55; 
from 0.5 per cent for 1928-40 to 2.4 per cent for 1940-55; and from 1.1 
per cent for 1928-37 to 3.9 per cent for 1950-55 (see Table 2). 

Growth in output and population —While industrial employment was mul- 
tiplying 3.3 times between 1913 and 1955, population multiplied only 1.4 
times. Expansion of the industrial labor force has been achieved, particularly 
in the earlier phase of industrialization, by drawing upon a large supply of 
under-utilized labor, attached primarily to agriculture. It follows that growth 
in industrial output has been more rapid per head of population than per 
worker: 3.3 per cent a year as compared with 1.2 per cent. 

Soviet demographic statistics are sketchy and subject to many doubts, so 
that it is particularly difficult to say anything with confidence about fluctua- 
tions in per capita output. According to Soviet data as modified and inter- 
preted by Western scholars, population within Soviet boundaries grew at an 
average annual rate of 0.6 per cent over 1913-28, 0.9 per cent over 1928-37, 
6.4 per cent over 1937-40 (because of territorial expansion), —0.9 per cent 
over 1940-1950 (because of war and its aftermath), and 1.7 per cent over 
1950-55. Despite a rather erratic relationship between growth in population 
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and industrial output over different spans of years, growth rates have tended 
to move in the same direction for both total and per capita output. Thus the 
average annual growth in per capita output rose from —0.5 per cent over 
1913-28 to 5.3 per cent over 1928-55; within the Plan periods, it fell from 5.9 
per cent over 1928-40 to 5.1 per cent over 1950-55, or from 9.9 per cent over 
1928-37 to 5.9 per cent over 1950-55 (see Table 2). We therefore see a con- 
trast between retarding growth in output per head of population and acceler- 
ating growth in output per worker. 


III. InpDustR1AL GRowTH CoMPARED: Soviet UNION AND UNITED STATES 


What to compare.—The Soviet record of industrial growth may be placed 
in perspective by comparing it with the record of other countries. This is not 
so easy as it might seem, not only because it is difficult to design relevant com- 
parisons, but also because so little is known about the course of industrial 
development in most countries, The latter factor alone has forced us, with our 
limited time and resources, to concentrate on comparisons with the United 
States, a country with relatively abundant historical statistics. The United 
States is an obvious first choice for comparative study in any case, since it 
presents a striking contrast in economic system while being similar in size 
and resource endowment. But while comparative study reasonably starts with 
the United States, it should not end there, and we may hope that others will 
take up where we have left off. 

Comparative study may help us in answering two quite different questions. 
First, we are interested in knowing, for a variety of reasons associated with 
the current state of world affairs, which country has shown the more rapid in- 
dustrial growth over recent years, so that we may have some basis for intelli- 
gent guesses about relative growth over the very near future. Second, we are 
interested in knowing which country has been able to generate the more rapid 
industrial growth under conditions in which “physical” capacities for growth 
have been roughly equivalent. Our quest here is for a more fundamental test 
of the growth-generating efficiency of vastly different economic systems under 
comparable circumstances, a matter of concern for the longer view. 

The first question is obviously easier to deal with than the second, because 
it requires only a description of the “facts” of growth in the two countries 
over the same span of years. Of course, the facts are in dispute, and the quan- 
titative evidence of growth is more representative and reliable for the United 
States than for the Soviet Union. But this problem must always be faced, 
whether the issues at hand are analytical or purely descriptive. The essential 
point is that, in making comparisons of concurrent growth trends, we are 
primarily concerned with what is or has been happening, not with why it is 
or has been happening. Our attention is focused on trends likely to be carried 
forward over an immediate future by their own momentum, in the absence of 
revolutionary change in conditioning factors. 
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The second question involves a complex problem of analysis that by its 
nature defies definitive solution. We try to find historical periods in two coun- 
tries in which important determinants of growth are the same in both cases, 
while the economic systems differ. To do this we need to know, first, what 
factors affect growth in what degrees and, second, what periods of history in 
the two countries are comparable. Neither economic theory nor history blesses 
our task: theory is mute and history mischievous. At best, the periods chosen 
will be “comparable” only in some rather crude sense. Even so, the exercise is 
worth doing, as an early step in the successive approximations that mark the 
path to knowledge. 

If industrial economies do undergo comparable stages of development in 
some meaningful sense, setting those American and Soviet periods side by side 
carries with it an important byproduct in addition to direct comparison of 
growth. It enables us to project Soviet developments into a context with which 
we are more familiar, and thereby to reason by analogy in directions where 
direct evidence is lacking. There are also great hazards in reasoning by anal- 
ogy, but judiciously applied it enriches our knowledge of the likely growth 
and present status of Soviet industry. Our vision of Soviet industrial growth 
is clarified by associating it with American developments bracketing the turn 
of the century, but at the same time the analogy must not be taken too far. 
The sets of industrial conditions in the two periods abound with anachronisms 
relative to each other. 

Contemporaneous growth—Over the same spans of years, industrial out- 
put has generally grown faster in the Soviet Union than in the United States 
(see Table 3 and Chart 1). This seems to be an old story since it was appar- 
ently true of the Tsarist era as well: according to our indexes, Russian indus- 
try grew slightly faster than American industry over the period 1870-1913, 
the respective average annual rates being 5.3 and 5.1 per cent. The differential 
is similar for the Soviet period as a whole: output grew over 1913-55 at an 
average annual rate of 3.9 per cent in the Soviet Union, when adjusted to 
remove territorial gains, as compared with 3.7 per cent in the United States. 
Growth has apparently been faster in the Soviet Union than in the United 
States for all major sectors of industry except foods, textiles, and related 
products (see Chart 3). 

Over the Plan period Soviet growth in percentage terms has outdistanced 
American growth by a wider margin, making up for a differential in the 
other direction for the earlier years. American output grew at the same rate 
over both sets of years—namely, 3.7 per cent a year—while the Soviet rate 
rose from 0.1 per cent for the pre-Plan years to 6.1 per cent for the Plan 
years, territorial gains excluded. In turn, relative performance has varied 
within the Plan period itself. Over 1928-40, industrial output grew 7.4 per 
cent a year in the Soviet Union as compared with only 1.8 per cent in the 
United States, reflecting accelerated activity in the one case and depressed 
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activity in the other. Over 1940-1955, on the other hand, the average annual 
growth rate was similar in both countries: 5.1 per cent in the Soviet Union 
and 5.2 per cent in the United States. 

Moving to the recent postwar years 1950-55, we find the Soviet growth 
rate of 7.7 per cent a year exceeding the American rate of 4.5 per cent by a 
significant margin. A discrepancy in favor of the Soviet Union has persisted 
through 1958, though the Soviet growth rate has tended to decline somewhat, 
as far as one can see from the defective published data. It is too early to say 
whether the decline is permanent or only temporary, whether this reflects a 
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TABLE 3 


GROWTH RATES FOR INDUSTRY IN TSARIST RUSSIA, SOVIET UNION, AND UNITED 
STATES: OUTPUT, LABOR PRODUCTIVITY, AND OUTPUT PER CAPITA 
SELECTED CONCURRENT PERIODS 


(Per Cent) 
AverAGE ANNUAL GrowTH RaTE 
Output per Unit of Labor Output per Head 
Output Soviet United States of Population 

Russia or Union Per Russia or 
Soviet United pet Person Person Per Soviet United 
Union* States Engaged» Engaged® Manhour Union States 
1870-1913... 5.3 5.1 na. n.a. n.a. 3.7 2.9 
1913-55..... 3.9 Pe 1.2 2.2 A 3.3 2.4 
1913-28..... 0.1 3.7 0.7 9.7 3.6 —0.5 2.3 
1928-55..... 6.1° 2.2 1.6 1.9 2.2 5.4 2.3 
1928-40..... 7.4° 1.8 0.5 4.4 2.4 5.9 1.0 
1940-55..... 5.1 a2 2.4 2.5 2.0 5.3 3.6 
1928-37..... 10.9 a 1.1 0.7 2.4 9.9 0.5 
1950-55..... 7.7 4.5 3.9 2.4 2-2 5.9 2.8 


n.a.: Not availanle. 

* For Soviet Union, measured by index for all civilian industrial products. 
> Persons engaged measured in full-time equivalents. 

© Adjusted to exclude territorial gains (see Table 2). 


persistent retardation or a temporary fluctuation. It is also too early to say 
what is happening to the tempo of American industrial growth. In any case, 
the record for postwar years and for other peacetime years in the Plan period 
suggests that Soviet industrial growth will continue to be more rapid than 
American growth over the near future. 

The picture of comparative growth in output per head of population is 
much the same as what we have just sketched for total output (see Table 3 
and Chart 2). But when we turn to output per unit of labor—or labor produc- 
tivity—we find something quite different (see Table 3 and Chart 3). In all but 
one of the periods covered in our summary of comparative growth trends in 
output, labor productivity, as we have been able to measure it, grew faster in 
the United States than in the Soviet Union. This conclusion holds for output 
per person engaged in industry—the only extensive measure of labor produc- 
tivity we have for the Soviet Union—and it probably holds for output per 



































CHART 3 


INDEXES OF OUTPUT, EMPLOYMENT, AND Lasor Propuctivity BY INDUSTRIAL GROUPS: 
Soviet Union, 1913-55, AND UNITED SraTes, 1909-53 
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CHART 3—Continued 
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manhour, since average hours of work did not change significantly in the 
Soviet Union, at least between 1928 and 1955. 

In the United States, growth in industrial output has come mainly from 
improved labor productivity: over 1913-55, output multiplied 4.5 times while 
employment multiplied only 1.8 times and man-hours only 1.5 times. In the 
Soviet Union, on the other hand, growth in output has come mainly from ex- 
panded employment, as we have seen. The contrast is sharp: improved labor 
productivity accounted for 67 per cent of the growth in output in the United 
States, but for only 40 per cent in the Soviet Union. Labor productivity grew 
at 2.2 per cent a year in the United States (2.7 per cent based on man-hours) 
as contrasted with 1.2 per cent in the Soviet Union. 

We should immediately note, however, that this conclusion applies to a 
long period of time, and that growth in labor productivity seems to be drift- 
ing in opposite directions in the two countries, a development that could re- 
verse the relations so far observed. The one period in which labor productivity 
grew faster in Soviet industry is the most recent covered by our study: 1950- 
55. This is indicative of a broader phenomenon: growth in industrial labor 
productivity has been accelerating in the Soviet Union, but retarding in the 
United States. 

The comparisons so far have been based on various indexes computed di- 
rectly for each country, and they can be roughly checked by another, essen- 
tially independent set of estimates that, at the same time, reveals some inter- 
esting information of its own. Evaluating Soviet output of industrial materials 
in current American prices and adjusting the figure to cover the whole of in- 
dustry, we may estimate industrial production in the Soviet Union as a frac- 
tion of the level in the United States in 1913, 1928, and 1955. The estimates 
represent only rough orders of magnitude; constructed in different ways and 
with better data, they might vary as much as 10 per cent, possibly more, in 
either direction. For example, American products are generally of better qual- 
ity than Russian counterparts, and the differential has tended to widen over 
the Soviet period, except in special cases of machinery and ordnance. Yet both 
American and Soviet products are evaluated at the same prices, thus over- 
stating Soviet production. Similarly, output of Soviet products tends to be 
overstated in official statistics. Other errors of unknown direction are intro- 
duced by estimating procedures. Despite such shortcomings, these estimates 
cannot be dismissed as inherently worse than other summary indexes calcu- 
lated for the Soviet Union. 

According to these estimates, Soviet industrial output rose from 15 per cent 
of the American level in 1913 to 23 per cent in 1955; similarly, output per 
head of population rose from 11 per cent to 19 per cent (see Table 4). On the 
other hand, output per worker fell from 25 per cent to 21 per cent, and output 
per manhour from 23 per cent to 18 per cent. These findings are generally 
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consistent with our more direct calculations, indicating that industrial output 
and output per capita grew faster in the Soviet Union than in the United 
States, while labor productivity grew more slowly. 

At the same time, these estimates imply more rapid growth for Soviet in- 
dustry than our direct indexes. In the case of total output, Soviet growth is in- 
dicated as 49 per cent faster than American growth over 1913-55; in the case 
of per capita output, 77 per cent faster. Hence, if we calculate Soviet growth 
indirectly on the basis of the American production index, Soviet output is in- 
dicated as multiplying 6.8 times (6.1 times excluding territorial gains) and 
per capita output, 4.6 times.* By direct calculations, the two multiples are 5.6 


THE STRUCTURE AND GROWTH OF SOVIET INDUSTRY 


TABLE 4 
RELATIVE VALUE ADDED AND LABOR PRODUCTIVITY OF INDUSTRY 
SOVIET UNION AS A PERCENTAGE OF UNITED STATES, 
1913, 1928, 1955 


Soviet UNION AS A PERCENTAGE 
or UntrTep STATES 


} 1913 1928 1955 
Value added of industry*............. 15.2 8.8 22.7 
Persons engaged... ..........-.cceces 60.8 48.7 109.6 
WR. Ga cocaine Seyhaeinew nian 64.7 53.1 129.2 
Value added per person engaged. ..... 25.0 18.1 20.7 
Value added per man-hour............ 23.4 16.6 17.6 
Value added per head of population. . 10.8 7.0 19.1 

® Eve sluated in 1914 U.S. prices for 1913, 1929 U.S. prices for 1928, and 1954 U.S. 


prices for 195 


b Measured in full-time equivalents. 


(5.0 excluding territorial gaizis) and 3.9, respectively. Put alternatively, out- 
put is shown as growing at 4.7 per cent a year when calculated indirectly as 
compared with 4.2 per cent when calculated directly; excluding territorial 
gains, the two rates are 4.4 per cent and 3.9 per cent. Similarly, growth in per 
capita output is 3.7 per cent a year when calculated indirectly, but 3.3 per 
cent when calculated directly; growth in output per worker, 1.7 per cent when 
calculated indirectly, but 1.2 per cent when calculated directly. 

We may pause here to note that our figures on the recent size of industry in 
the Soviet Union relative to the United States are rather lower than conven- 
tional Western estimates, which seem to place Soviet industrial output in 1955 
at about 33 per cent of the American level.* If there is no dispute over the 
relative size of Soviet industry in 1913, the conventional view implies that 
Soviet industrial output multiplied some 10 times between 1913 and 1955, 


* Our index of industrial production in the United States is 454 for 1955 with 1913 = 100; 
on a per capita basis, 264 (see Table 1). The Soviet indexes calculated indirectly are taken 
as 149 per cent and 176 per cent of the respective American indexes. 


“See, e.g., Joint Economic Committee, Soviet Economic Growth: A Comparison with 
the United States 11 (1957). 
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which would mean a growth rate of 5.6 per cent a year on the average, sub- 
stantially higher than the rate of 4.2 per cent found in our study. 

The industrial distribution of employment (Table 5) is the only informa- 
tion we have for comparing the changing structure of industry in the two 
countries. In both countries, the share of employment in the so-called heavy 
industries, particularly machinery and allied products, has been growing at 
the expense of the share in food processing and textiles and apparel. However, 
consumer durables account for a much larger fraction of machinery and equip- 
ment in the United States than in the Soviet Union. In the mid-1950’s, the 
following major industrial groups accounted for a larger fraction of persons 
engaged in Soviet industry than in American industry: fuel, wood construction 
products, mineral construction products, and food and allied products. The 
following groups accounted for a smaller fraction: ferrous and non-ferrous 
metals, electricity, chemicals, machinery and allied products, and textiles and 
allied products.® 

“Comparable” growth.Once industrialization has gotten under way in a 
country, the pace of industrial growth at any moment would seem to depend 
on the resource potential, the state of industrial arts, the prevailing level of in- 
dustrial output (i.e., the extent to which potential is being utilized), and that 
catchall, the economic system. The process of economic growth is mysteriously 
complex and cannot be summarized in these brief comments. But this is not 
the place to discuss the manifold preconditions and environmental factors 
essential for sustained economic growth. We take it for granted that indus- 
trialization and the accompanying process of growth are a fact in the Soviet 
Union, just as they were, more incipiently, in Tsarist Russia. We are there- 
fore concerned here only with the more fundamental conditioning factors, 
making that growth faster or slower than it would otherwise be. As far as such 
things can be quantified, the larger the resource potential, the more advanced 
the technology, and the smaller the output, the more rapid the growth in out- 
put will be, given the economic system. None of these factors can be clearly 
defined, but they can all be represented by certain more or less adequate indi- 
cators. Our immediate problem is to find indicators that will allow us to select 
periods in Soviet and American industrial history that are comparable except 
with respect to economic system. 


* Employment in production of military products is included under machinery and equip- 
ment in the case of the Soviet Union and under both that category and metal products in 
the case of the United States. The relative importance of military production in the two 
countries has not been discussed in this paper because of the formidable difficulties in 
making estimates for the Soviet Union. By a very roundabout procedure, I have esti- 
mated that the value of Soviet military production (excluding atomic energy) in 1955 was 
about 42 billion rubles, or about $6 billion to $10 billion. The value of American produc- 
tion was around $13 billion in the same year (Statistica] Abstract of the United States 242 
(1958). 
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What is a good indicator of resource potential? If we may judge from the 
general practice of comparing economies in per capita terms, it would seem 
that population is typically used as the indicator of resource potential. But it 
is often a poor indicator since populations grow in response to economic 
development and differently in different economies. Moreover and more im- 
portantly, population can grow from immigration as well as from natural in- 
crease. As a concrete example for the problem at hand, in the United States 
the expanding industrial labor force in the latter part of the nineteenth cen- 
tury was recruited in important measure from economically underutilized 
population in other countries, including Russia.* The expansion in the Soviet 
Union during the twentieth century came, on the other hand, from the large 
internal pool of underutilized population. Hence, as compared with the Soviet 
Union, population understates the resource potential of the nineteenth century 
United States. 

The resource potential of an economy is more adequately described by the 
volume of natural resources at its disposal, including climate and terrain. If 
this can be precisely and accurately measured, it remains to be done. In the 
meantime, we are perhaps justified in making the impressionistic judgment 
that the Soviet Union and the United States have roughly similar resource po- 
tentials. Both countries are rich in natural resources, though the endowments 
of specific resources obviously differ. Against the larger size of the Soviet 
Union must be offset the substantial climatic and topographical disadvantages 
—at least in the present state of civilization. Although in total area the Soviet 
Union is about one and a half times larger than the United States, in in- 
habitable area it is probably no larger at all. Other relevant things the same— 
like tastes, technology, population, economic system, and so on—we suppose 
that the two countries would be able to support roughly equivalent levels of 
industrial production on the basis of resource endowments. 

This leads us to suppose further that, if the state of industrial arts and the 
aggregate level of industrial output were the same in the two countries, differ- 
ferences in the rate of growth of industrial output should be attributable to 
differences in economic systems. Unfortunately, we cannot standardize both 
level of output and state of technology simultaneously in the two countries. 
To find dates at which output was roughly equivalent, one must go back a 
number of years in American history. Thus, as we shall see, the level of 
Russian output in 1913 within the interwar Soviet territory was reached in 
the United States around 1885 or earlier. But the state of industrial arts—at 
least the available body of technology—was less advanced in the United States 
of 1885 than in the Russia of 1913; the same body of technical knowledge, if 


° Foreign born accounted for about 18 per cent of the net increase in total gainfully occu- 
pied population or labor force over 1870—1900. See S. Kuznets and E. Rubin, Immigration 
and the Foreign Born, Occasional Paper 46, at p. 46 (National Bureau of Economic Re- 
search, 1954). 
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not skills, has been available to the two countries at roughly the same dates 
in history. Therefore, when we standardize the level of output from which 
growth starts—as we are about to do—any difference that we observe between 
growth rates in the two countries must be attributed to differences in both 
technology and economic system. While the effects of each cannot be fully 
isolated, we can at least say in whose favor difference in technologies operates 
and thereby narrow the range of ignorance. 

These remarks make the issues seem simpler than they are, because they 
presuppose that the periods to be compared represent normal times. This is, 
of course, not so for the Soviet Union, unless we view periodic disasters as a 
part of normal times there. Since the founding of the Soviet Union, no span 
of years longer than a decade has been free from major disturbances or re- 
coveries from them. As we have emphasized before, we cannot possibly know 
which period has had a growth rate similar to what would be expected from a 
long stretch of normal years, and we must therefore choose several Soviet 
periods, representing differing circumstances, in making comparisons with 
American industrial growth. 

Subject to the outlined qualifications, a Soviet period would have as its 
counterpart an American period whose terminal years had the same total 
industrial output, unadjusted for differences in population, as obtained in the 
Soviet Union in 1913 and 1955, or whatever years we might wish to choose. If 
industrial output is measured by weighted aggregates, the Soviet periods 
1913-55 and 1928-55 are “comparable” with the American period 1877- 
1913; that is, for hoth countries industrial output started and ended at rough- 
ly the same levels within these periods, in so far as we are justified in making 
such broad intertemporal and international comparisons.’ If output is 
measured by the median performance of a large group of individual industries, 
the Soviet periods are comparable to the American period 1885-1920. The 
dating of these periods implies that it took only 34 or 35 years in the United 
States to register the growth made over 42 years in the Soviet Union—or, if 
the pre-Plan years are ignored, over 27 years. 

We must remind ourselves that these periods are comparable only with 
respect to two of the factors influencing rate of growth: resource potential and 
prevailing level of industrial output. They are not comparable with respect to 
the state of the industrial arts. The advantage—a substantial one—is in favor 
of the Soviet Union, since it has had the technology of the twentieth century 
at its disposal in working out its industrialization. One can only dream about 
what difference it would have made to American industrial growth in the 
nineteenth century if it had proceeded under twentieth century technology. 


*The American dates are derived as follows. Soviet industrial output was 15 per cent of 
the American level in 1913. Looking back into American industrial history, we find that 
output in 1877 was also around 15 per cent of the level of 1913. A similar procedure gives 
the American date 1913 as roughly equivalent, in level of output, to the Soviet date 1955. 
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The choice of comparable stages of development in the industries of the 
Soviet Union and the United States is, therefore, unavoidably hazy and arbi- 
trary to some degree. We shall summarize here the records of industrial 
growth in the Soviet Union and the United States over periods of equal length 
that are comparable in the sense that the beginning year in each case repre- 
sents roughly the same level of output in the two countries. 

We start with the longest period studied for the Soviet Union, 1913-55. 
The growth rate over this period—3.9 per cent a year, excluding gains from 
territorial expansion—is slower than the rate for a comparable American 
period: 5.0 per cent a year over 1877-1919 or 4.8 per cent over 1885-1927 
(see Table 6). On a per capita basis, the Soviet growth rate is higher: 3.3 per 


TABLE 6 


GROWTH RATES FOR INDUSTRY IN SOVIET UNION AND UNITED STATES: 
OUTPUT AND OUTPUT PER CAPITA, SELECTED 
“COMPARABLE” PERIODS* 


Averace AnnuaL GrowtH RATE 


Output per Head Periop 
Output of Population FOR 

PrRriop For Soviet United Soviet United UNITED 

Soviet Union Union States Union States STATES 
9943-35 ....... 3.9 5.0 3.3 3.0 1877-1919 
wns 4.8 he 3.0 1885-1927 
1928-55...... 6.1 5.6 §.3 3.5 1877-1904 
ae 5.3 we 3.3 1885-1912 

1928-40...... 7.4» 7.0 5.9 4.7 1877-89 

wes 4.5 he 2.6 1885-97 

wa 6.3 wee 4.8 1939-51 

$950-S3....... a9 8. 5.9 5.9 1908-13 


* Periods are comparable for growth in output only, not output per capita. See text. 

» Adjusted to exclude territorial gains. 
cent a year as compared with 3.0 per cent. But we must recall the misleading 
nature of comparisons of per capita rates, in view of the fact that population 
growth overstates growth in resource potential in the United States as com- 
pared with the Soviet Union.’ For lack of data in both countries, we cannot 
compare growth in labor productivity. 

If we turn to the Plan period, 1928-55, we observe that the Soviet growth 
rate, again adjusted to exclude territorial gains, is higher than for a compara- 
ble American period: 6.1 per cent a year as compared with 5.6 per cent over 
1877-1904 and 5.3 per cent over 1885-1912. The difference in per capita rates 
is even larger in favor of the Soviet Union. We therefore do not observe com- 


* If population were taken as a guide to industrial potential, we might identify as com- 
parable “stages of development” those periods in which industrial output per head of popu- 
lation was the same in both countries. This procedure is not only difficult to justify for 
reasons just stated, but it is also impossible to apply. The Soviet level of industrial output 
per capita in 1955 corresponds roughly with the American level in 1887; the Soviet level 
in 1913 was lower than the American level in 1860, the earliest year for which aggregate 
industrial output can be calculated. Similar results are found by taking the median dates 
at which per capita output of a large group of industries were the same in both countries. 
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parable American periods in which the speed of industrial growth has matched 
that during the Plan period in the Soviet Union. 

For the shorter spurts of growth, the Soviet performance also seems to 
have the edge, although not so clearly. The Soviet growth rate over 1928-40 
is almost matched by the American rate over 1877-89, but it exceeds by a 
wide margin the American rate over 1885-97. In a sense, this period of Soviet 
growth may be likened to the twelve years in the United States following the 
Great Depression; in both cases, growth was beginning again after a decade 
of depression and stagnation. The Soviet rate is faster in this comparison as 
well: 7.4 per cent a year as compared with 6.3 per cent. 

We conclude this summary of growth over comparable periods on an excep- 
tional note: Soviet industrial growth over 1950-55 may have been a bit slower 
than American growth over 1908-13. The point of this is that it proves noth- 
ing. The experience of a five-year period, plucked from history, carries no per- 
manent message with it. 


IV. Some TENTATIVE OBSERVATIONS 


What can be said about Soviet industrial achievements? In the first place, 
they have been impressive. In terms of its ability to generate sheer growth in 
industrial output—leaving aside the question of how much the growth has 
cost, what product mix has evolved, and how the products have been put to 
use—the Soviet system of centralized direction has proved itself to be more or 
less the peer of the market economy, as exemplified by the United States. This 
much seems beyond dispute even in the face of the questionable reliability of 
Soviet statistics. 

Of course, the character of Soviet industrial growth has not been the same 
as in other Western economies. Enhancement of state power has been the 
primary objective, the consumer being treated essentially as a residual claim- 
ant. Investment goods and ordnance have been emphasized at the expense of 
consumer goods; and other important sectors of the economy—agriculture, 
construction, and consumer services—have been relatively neglected to help 
foster industrial expansion. At times, large groups of the population have been 
sacrificed or made to work in forced labor to promote internal economic poli- 
cies. Leisure has shown little tendency to grow. This is all well known but de- 
serves repetition to place Soviet industrial achievements in perspective. The 
character of industrial growth being so different from elsewhere in the West, 
there is a sense in which the two sets of achievements cannot be compared 
at all. 

The last point should be underlined: the pattern of industrial growth ob- 
served in the Soviet Union would never be duplicated by a market economy. 
Sovereign consumers would not choose the paths of growth chosen by Soviet 
rulers. This raises the awkward question of whether a highly generalized 
measure of growth has much meaning even as an indicator of expansion in 
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productive capacity available for whatever use it may be put to. It can be 
demonstrated that measures of economic growth, as they are conventionally 
made in the form of index numbers, depend in fact on the path of growth— 
on the uses to which productive capacity is put.® If we bowed to the stern dic- 
tates of logic, we would be able to compare Soviet and American industrial 
growth only if both economies served either consumer welfare or state power. 
But that is ruled out by the very difference in social order whose influence 
on growth we wish to assess. This dilemma can be mastered only by admitting 
it—by avoiding the delusion that there is some single-dimensioned, neutral 
measure of growth, equally meaningful for all types of economies. 

The question of economic waste is a related matter and equally difficult to 
treat. Growth is measured in terms of things “produced,” not in terms of 
things usefully consumed. In a market economy, the two magnitudes are simi- 
lar but not at all identical: mistakes are made by both entrepreneurs and con- 
sumers, rendering some productive activity worthless. The same kinds of mis- 
takes are made in the Soviet Union, probably on a larger scale since centra)- 
ized planning is involved. In addition, because of the weak position of most 
buyers, substandard goods often pass for standard quality, goods are damaged 
and spoiled in transit beyond normal experience in a market economy, and 
so on. Although Soviet industry does not experience business cycles as they are 
known in market economies, it is periodically faced with the need to re-allo- 
cate resources on a large scale, and the accompanying waste that would appear 
in the form of temporarily unemployed resources in a market economy will 
appear, at least in part, in the form of unwanted accumulation of inventories. 
It is difficult enough to say something sensible about which type of economy 
has the more waste inherent in it. It is even more difficult to say what all this 
has to do with problems of measuring growth. Unless wastage has, in some 
meaningful sense, been growing at different rates in American and Soviet in- 
dustry, there is nothing to be gained by taking account of this factor as far as 
comparing growth of industrial output is concerned. 

These qualifications serve as warnings against careless comparisons of 
either the relative size or the relative growth of Soviet and American industry. 
In particular, broad aggregative measures of industrial output tell us nothing 
about capacities for specific tasks, such as waging war or promoting consumer 
welfare. While Soviet industrial output in 1955 may have been, in the aggre- 
gate, less than a quarter of the American level, production directly available 
for military purposes was undoubtedly a larger fraction, and production avail- 
able for consumers a smaller one. Similarly, growth in the two areas has 
differed in the same way in the two countries. 

It remains also to be noted that the quantitative achievements of Soviet 
industry have not been understated by Soviet authorities. The official Soviet 


*See, e.g., my article, On Measuring Economic Growth, 65 J. Pol. Econ. 51 (1957). 
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index of industrial production embodies a myth that-should be dispelled from 
the popular mind. On this matter, Western scholars speak as one, though they 
may disagree as to the gravity of the myth. The official Soviet index shows in- 
dustrial output as multiplying 27 times between 1913 and 1955; the indexes 
presented here, based on official Soviet data on physical output and unit values 
and constructed according to conventional Western methods, show output as 
multiplying 5 to 6 times. If our indexes are taken as reasonably accurate, the 
official index contain a four- to fivefold exaggeration of growth over this 
period. 

Somewhere in these generalizations and the mass of figures behind them lie 
lessons of history. The trick is to find them. The interesting lessons point to 
the future in one way or another, for the main purpose of history is as pro- 
logue: to help us to foresee what is likely to come if things continue developing 
as they have been; or barring that—and it generally will be barred—at least 
to help us to understand why things are happening as they are. 

My task is largely finished in providing the stuff from which the lessons will 
be drawn. But I cannot evade the responsibility for stating some opinions. 
And so I venture with great hesitation into the field of lesson-drawing, leaving 
it quickly once my minimal obligation is fulfilled. 

As one looks to the immediate future—the next five years, say—it seems 
reasonably certain that industrial growth will proceed more rapidly in the 
Soviet Union than in the United States, in the absence of radical institutional 
changes in either country. This conclusion does not seem to be in doubt even 
when all due allowance is made for the shortcomings of Soviet data. It is more 
doubtful that industrial growth in the Soviet Union will be faster than in 
other rapidly expanding economies, such as Western Germany, France and 
Japan. 

Over the more distant future—the next generation, say—the outlook is 
veiled, even if we might suppose there would be no important changes in the 
economic systems of either West or East, a most improbable assumption. 
There is no definitive evidence that the Soviet economic system has been able 
to generate more rapid industrial growth over the long run than the traditional 
private enterprise system of the West. Despite the fact that the Soviet Union 
was able to inherit an advanced Western technology at little cost, industrial 
growth over the entire Soviet period has been less rapid than in the United 
States over the forty years bracketing the turn of the century, a period more 
or less comparable in other important respects. It has also been less rapid than 
growth in the last half century of the Tsarist era, a less comparable period. 

On the other hand, if Soviet performance is best illustrated by achievements 
over the Plan period, the Soviet record of industrial growth appears more ex- 
ceptional. Which period is more representative of long-run growth trends: 
1913-55 or 1928-55? There are good arguments to be made for both, and in- 
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evitable difference of opinion will be finally resolved by the course of history 
alone—which suggests the virtue of avoiding a dogmatic position one way or 
another. 

In any case, the future will not be a simple reflection of the past. Growth 
has not been a mechanical process in either the United States or the Soviet 
Union. The driving force within the American economy has been private ini- 
tiative mobilized by the incentives inherent in a free society. The trend of the 
day is in the direction of choking off incentives. One foreboding economic 
symptom is the slackening speed at which resource productivity has been 
growing in American industry. Incentives are being strangled and nothing is 
being put in their place to drive the machinery of growth. There is in fact 
only one thing to put in their place: the whiplash. The Soviet system has made 
clever use of both knout and honey, and the latter has been rapidly sup- 
planting the former. If this evolution continues, the balance of economic 
growth will surely tip further in Russia’s favor, since—fortunately, from the 
broader point of view—the West does not intend to take whip in hand. 
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A DECADE ago a foreign observer of our system of government characterized 
the American state as “a province in which it is not difficult to distinguish 
what may perhaps be termed the vestigial remains of sovereign power.’ 
Harold Laski was not disappointed that this was so; he had previously 
argued that federalism was obsolete under modern conditions: 


... The epoch of federalism is over. . . . It is insufficiently positive in character; it 
does not provide for sufficient rapidity of action; it inhibits the emergence of the 
necessary standards of uniformity; it relies upon compacts and compromises which 
take insufficient account of the urgent category of time; it leaves the backward areas 
a restraint, at once parasitic and poisonous, on those which seek to move forward; at 
least, its psychological results, especially in an age of crisis, are depressing to a 
democracy that needs the drama of positive achievement to retain its faith.” 


Many Americans who might have agreed with Laski’s factual statement that 
the expanding powers of the national government had reduced the states to 
administrative provinces did not share his satisfaction. They believed that our 
Union was designed as a Union of states; that government, which at best is 
a necessary evil, should remain close to the people; and that the process of 
centralization threatened not only to obliterate the constitutional structure 
but to usurp the liberties of the people.® 

Even the most casual observer of the events of the last half-century recog- 
nizes an element of truth in these opposing viewpoints. The clumsy Union of 
sovereign states envisioned by John Calhoun, beset with centrifugal pressures 
and wracked with internal disputes, could not deal with the intricate social 
and economic problems of our interdependent society or cope with the menace 
of modern totalitarianism. On the other hand, the accelerating march of power 
to Washington cannot be observed without misgiving by those who—unlike 
Mr. Laski—treasure the rewards of local control and the tolerant diversity 
of American life. Is there no escape from this dilemma? 


*H. J. Laski, The American Democracy 138 (1948). 
? Laski, The Obsolescence of Federalism, 98 New Republic 367 (May 3, 1939). 


*J. J. Kilpatrick, The Sovereign States (1957), contains a spirited statement of these 
views. 
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It is beyond dispute that there has been a substantial shift in the weight 
and importance of the federal and state governments. The expansion of fed- 
eral authority and responsibility is obvious to all. Equally obvious, but often 
overlooked, is the expansion of state and local government. The states have 
neither withered away nor been transformed into field offices of the national 
government; they too have become more powerful agencies of government and 
have retained a large degree of independence, initiative and responsibility.‘ 
And much of the expansion in federal power has not been at the expense of 
the states, at least in a constitutional sense. The recurring crises of war and 
the continuing dangers of an uneasy peace, matters which were intended to be 
dealt with by the national government, have been responsible for the larger 
part of the increased federal activity.5 Thus the celebrated attrition of state 
power is in part, at least, an illusion. The paradox, as Leonard White has said, 
is that “the states have gained strength absolutely, and at the same time lost 
status relatively.” This essay will deal with this relative decline of state 
power in the context of the constitutional division of powers between the 
states and the nation. Constantly in the background will be basic issues: the 
rightful position of the states in the federal system; the causes of the decline 
of state power; and the ultimate responsibility of the people for the preserva- 
tion of the enduring values of federalism. 

Throughout our history, the proper balance of power between the states 
and the nation has been a matter of constitutional and political controversy. 
In recent years the charge that the federal government has encroached on the 
rightful position of the states has been increasingly heard. Often the blame 
for the alleged encroachment is placed on the engulfing tendencies of the 
federal bureaucracy or on the efforts of the communist conspiracy to under- 
mine our system of government. But the charge, especially when made by 
lawyers, has usually been directed at the Supreme Court of the United States. 
Although the terms of the indictment vary, the usual ingredients are: (1) a 
denial of the legitimacy of the Supreme Court’s power to review state judg- 
ments in cases involving the constitutionality of state legislation or state con- 
duct; (2) an attack on the Court’s exercise of this power, even assuming it 
legitimately to exist; and (3) a charge that the Court has abdicated its prime 
role of confining the national government to the powers delegated it by the 
Constitution. These are large matters, incapable of exact summary. Never- 
theless, an attempt will be made to evaluate these charges and to assess the 
responsibility of the Supreme Court for the decline of state power. 

“The expansion of federal activity and the corresponding increase in the activity of the 
states is well summarized in the Report of President Eisenhower’s Commission on Inter- 


governmental Relations: A Report to the President for Transmittal to Congress (1955) 
(hereafter cited as Report). 


® Expenditures for national defense, war, diplomacy and foreign aid now exceed all other 
expenditures of all governments in this country put together. Report, at 20. 


* L. D. White, The States and the Nation 32 (1953). 























THE SUPREME COURT AND STATE POWER 


I. THE CONSTITUTIONAL BASIS FOR THE SUPREME CouRT’s 
Power To UMPIRE THE FEDERAL SYSTEM 


Any federal system requires an institution to determine conflicts of author- 
ity between the nation and its constituent states. In our system the Supreme 
Court has exercised this function from the beginning, and there has been 
general acquiescence in the propriety of its doing so. Yet throughout our 
history recurrent attacks on the legitimacy of the Supreme Court’s power to 
umpire the federal system have been made by groups dissatisfied with par- 
ticular exercises of this power. 

The extreme states’ rights position of John C. Calhoun provides the most 
elaborate—but not the earliest—intellectual support for these attacks. His 
position rested on the basic premise that the Constitution was a compact 
among separate, sovereign states. The states, the argument ran, created the 
national government and granted it only the enumerated powers and those 
powers necessarily incidental to them. Indivisible sovereignty remained in 
the people of each of the states, and the national government was merely the 
agent of the associated states. 

This premise supposedly led to several conclusions concerning the inter- 
pretation of the Constitution and the role of the states.* One that is important 
for present purposes is that the states, as the parties to the constitutional 
compact, retained authority to determine what powers had been delegated to 
the federal government and what powers they had reserved. The corollary 
proposition was that the Supreme Court—an organ of the subordinate body, 
the federal government—lacked power to review state court judgments inter- 
preting the Constitution.® 

This issue vital to our federalism received decisive judicial settlement at an 
early stage. In 1816 the Court affirmed its power to review state court judg- 
ments involving federal questions.'® Repeated and successful assertions of the 


*J. C. Calhoun, “Discourse on the Constitution and Government of the United States,” 
in 1 Works of John C. Calhoun 238 (Crallé ed.). 


*The principle of strict construction—resolving any doubts with respect to whether a 
particular power was given to the federal government in favor of the states—was a more 
influential conclusion. Most of the great constitutional controversies prior to the Civil War 
involved the question of implied powers. E.g., the establishment of a national bank, in- 
ternal improvements, and the regulation of slavery in the territories. 


* The lack of any express provision in the Constitution empowering the Supreme Court 
to review the judgments of state courts, and the absence of the practice of judicial review 
in a number of states were thought to support this position. An alternative argument, re- 
asserted in the recent controversy over racial discrimination, was that a state could not be 
bound against its will by decisions reached by organs of the national government, but had 
a right to interpose its own views in refusing to honor those of the national government. 


Martin v. Hunter’s Lessee, 1 Wheat. (U.S.) 304 (1816). In Marbury v. Madison, 1 


Cranch (U.S.) 137 (1803), Chief Justice Marshall asserted the power to review acts of 
Congress. 
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power,!! when viewed in the light of the Constitution, should have concluded 
all debate. 

While there are some plausible arguments that judicial review of acts of 
Congress was not contemplated, it seems abundantly clear from the Consti- 
tution and the surrounding circumstances that Supreme Court review of state 
court judgments was intended. The Constitution extends federal jurisdiction 
to all cases arising under the Constitution, laws and treaties of the United 
States; and the supremacy clause has the effect of making the actions of the 
federal government, which includes the Supreme Court, supreme when acting 
within the field of its powers. Indeed, it is difficult to imagine a viable federal 
system without provision for final determinations of state power. As Justice 
Story said, in rejecting this challenge to the federal system: “From the very 
nature of things, the absolute right of decision, in the last resort, must rest 
somewhere.””!* 

Moreover, history clearly indicates that the framers intended that the 
Supreme Court be given responsibility for umpiring the federal system.'* In 
the Constitutional Convention those favorable to a strong national govern- 
ment believed that a congressional negative on state legislation was necessary 
to control divisive tendencies in the states and to protect federal interests. On 
the other hand, those most hostile to a strong central government opposed a 
congressional veto and argued that the federal judiciary would adequately 
serve this function. The inclusion of broad judicial powers in Article III and 
the substitution of the supremacy clause for the congressional negative pro- 
posal was the final compromise. Section 25 of the Judiciary Act of 1789 
merely implemented the intentions of the framers as expressed in the Consti- 
tutional Convention,!° the various state ratifying conventions'® and The Fed- 


™ See Cohens v. Virginia, 6 Wheat. (U.S.) 264 (1821) ; McCulloch v. Maryland, 4 Wheat. 
(U.S.) 316 (1819) ; Ableman v. Booth, 21 How. (U.S.) 506, 514—23 (1859) ; and Williams v. 
Bruffy, 102 U.S. 248 (1880). 


"The arguments are fully elaborated in 2 W.W. Crosskey, Politics and the Constitution 
938-1048 (1953). 


® Martin v. Hunter’s Lessee, 1 Wheat. (U.S.) 304, 345 (1816). 


“ The evidence is marshalled in J. Schmidhauser, The Supreme Court as Final Arbiter 
in Federal-State Relations 3-17 (1958). 


* Id., at 7-13. 


“For example, Oliver Ellsworth’s statement in the Connecticut Ratifying Convention: 
“This Constitution defines the extent of the powers of the general government. If the 
general legislature should at any time overleap their limits, the judicial department is a 
constitutional check. . . . On the other hand, if the states go beyond their limits, if they 
make a law which is a usurpation upon the general government . . . independent judges will 
declare it to be so.” 2 J. Elliot, Debates of the State Ratifying Conventions 196 (2d ed., 
1854). 
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eralist.\* The modern-day charge that the Supreme Court is guilty of “ju- 
dicial usurpation” in reviewing state court judgments is without foundation 
and has been properly characterized as a “particularly persistent bit of po- 
litical mythology.’’!® 


II. THE RESPONSIBILITY OF THE SUPREME COURT 
FOR THE DECLINE OF STATE POWER 


The charge that the Supreme Court’s determination of constitutional ques- 
tions has upset the constitutional balance and usurped the rights of the states 
has two aspects: first, that the Court has restricted the sphere of state au- 
thority by erroneous and improper interpretations of the constitutional pro- 
hibitions on the states; and second, that the Court has opened the floodgates 
to federal action by improperly broad interpretations of federal power. 

Critics of particular doctrines which the Supreme Court accepts often in- 
dulge in the simplistic view that the Constitution is capable of exact appli- 
cation to any set of circumstances, however novel, and that all reasonable 
men would reach the same conclusions that they reach on any particular issue 
of constitutional interpertation. It is true that the basic framework of our 
federal system is presented with clarity in the Constitution. But many matters 
of principle, as well as detail, were unforeseen by the framers or deliberately 
phrased in ambiguous language. And the crucial provisions of the Constitu- 
tion were couched in general terms susceptible of more than one reasonable 
interpretation. Thus the men who have occupied seats on our highest court 
are constantly presented with a choice of interpretive alternatives. Any assess- 
ment of the Court’s performance as the umpire of our federal system must 
take into account these characteristics of our written Constitution. 

The historic shifts in constitutional doctrine from period to period intro- 
duce an additional element of uncertainty. The Court of Roger Taney, for 
example, was more partial to the states’ rights position than the Court of 
John Marshall. The existence of widely divergent judicial views concerning 
such basic matters as the powers of the federal government and the role of 
the states creates additional opportunities for judicial choice. Should a Justice 
presently sitting on the Court look for guidance to the words of John Marshall 
or Roger Taney? Harlan Stone or George Sutherland? It is no answer to say 
that precedent and tradition should be controlling—both provide ample op- 
portunity for a judge to choose among permissible alternatives. In choosing a 
particular alternative, he may be moved by a desire to achieve logical sym- 
metry in the legal system, by the desire to maintain continuity with the past, 
or by the desire to adapt the law to meet the novel circumstances which are 


™ The Federalist, No. 39 (Madison) and No. 80 (Hamilton) (Lodge ed., 1888). 


" Schmidhauser, op. cit. supra note 14, at 16. 
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constantly presented.’® The choice he makes is bound to be influenced to 
some degree by the impact of his social and economic philosophy on the 
particular facts under consideration. 

A final factor influencing any evaluation of the Court’s performance is one’s 
conception of the significance of the Court in determining the long-run pollit- 
ical structure of our country. It is true that the Court exercises important 
functions. But its role in interpreting the provisions of the Constitution which 
distribute governmental power between the nation and the states is usually 
greatly overemphasized. The character of judicial review prevents many im- 
portant matters, such as unequal apportionment of congressional districts, 
from ever reaching the Court. Most vital matters of constitutional structure 
have been settled by the political process. One example of many is the crucial 
choice of the First Congress to act through separate federal instrumentalities 
rather than through state officials. 

A glance at the attempts of the Court to settle controversies on which 
national sentiment was divided illustrates the Court’s limited powers. The 
Court’s participation in the slavery struggle** was ineffective, harmful to the 
Court and the nation. The Income Tax decision,?? the Child Labor Case,”* 
and the struggle with the New Deal** demonstrate the inability of the Court 
to settle vital issues of national life in a manner not accepted by a political 
majority. The moral is clear: the Court may act as a conservative board of 
review; it may delay for a matter of years measures which have widespread 
public support; but ultimately by change in personnel or through continued 
pressure the Court is responsive to dominant political opinion. Nor could it be 
otherwise in a nation which takes pride in the opportunities and responsibil- 
ities of democratic control. This process may do violence to the theory of an 


*” The last alternative was characterized by Cardozo as the method of sociology. B. N. 
Cardozo, The Nature of the Judicial Process 76 et seq. (1921). Critics of the Court have 
stated that this is a new approach. See, e.g., White, Construing the Constitution: The New 
“Sociological” Approach, 43 A.B.A.J. 1085 (1957). But similar techniques in constitutional 
interpretation and statutory construction have been used by state as well as federal judges 
from the earliest days. 


See Colegrove v. Green, 328 U.S. 549 (1946). Accord: South v. Peters, 339 U.S. 276 
(1950) (county unit system in primary elections) . 


™Dred Scott v. Sandford, 19 How. (U.S.) 393 (1857). In other cases involving the 
burning issue of slavery, the Supreme Court displayed a healthy caution: Groves v. 
Slaughter, 15 Pet. (U.S.) 449 (1841); Rowan v. Runnels, 5 How. (U.S.) 134 (1847). 


= Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429 (1895), judgment vacated on re- 
hearing 158 U.S. 601 (1895). Overruled by U.S. Const., Amend. XVI. 

* Hammer v. Dagenhart, 247 U.S. 251 (1918). Expressly overruled by United States v. 
Darby, 312 U.S. 100, 116-17 (1941). 


“The major cases involving the scope of the commerce power are discussed in Stern, 
The Commerce Clause and the National Economy, 1933-1946, 59 Harv. L. Rev. 645, 883 
(1946). 
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immutable Constitution, but it doubtless was foreseen by the shrewd and 
realistic men who created an institution, independent in the respects they 
thought essential, but ultimately dependent upon other branches of govern- 
ment.?5 


A. RESTRICTIONS ON THE EXERCISE OF STATE POWER 


An essential feature of American federalism is that the states continued, 
under the Constitution, to exercise general governmental competence except to 
the extent that the Constitution or federal statutes deprived them of compe- 
tence or displaced state law. Federal law, which emanates from the Constitu- 
tion and from Congress, is built on and presupposes the existence of state law; 
it is the exception rather than the rule; and, generally, even where federal 
power to act is clear, the displacement of state law is thought to require some 
special justification.?¢ 

In performing its most essential function—the maintenance of a federal sys- 
tem by the enforcement of the constitutional prohibitions against state action 
—the Court by and large has respected these principles. For example, the 
Court’s day-by-day job of enforcing the supremacy clause is largely a hum- 
drum job of statutory interpretation involving little or no partiality toward 
the federal government.?? (Several important exceptions, such as the judicially 
implied limitation restraining the states from regulating certain interstate 
commerce, will be noted later.) Even in the few areas in which the federal 
courts have shouldered responsibility for the initial development of the law, 
such as maritime law, the overall impact on the exercise of state power is 
small. The general approval of the Court’s performance in these areas is re- 
flected by the lack of criticism: even the most ardent advocates of states’ 
rights do not complain because the Supreme Court applies its own judicially 
created law to cases between states arising under the original jurisdiction of 
the Court!?8 Nor, unfortunately, is the modern Court praised for retreating 
from a responsibility it should never have undertaken initially: the develop- 


* A Court that is very far out of line with the temper of its time loses the moral respect 
of the people—ultimately, its only resource, since the Court has no coercive weapons at its 
command—and faces a hostile Congress. In any direct conflict, Congress has all the 
weapons: control of the size of the Court, control of its jurisdiction, and, if necessary, 
impeachment. 


* An excellent treatment of the nature of federal law, to which I am indebted, is Hart, 
The Relations Between State and Federal Law, 54 Col. L. Rev. 489 (1954). 


*™ This is because the federal law which displaces state law in the governing of private 
activity is almost entirely statutory in character. The great bulk of the problems, there- 
fore, are routine matters of statutory interpretation. 


*See Connecticut v. Massachusetts, 282 U.S. 660 (1931), and Kentucky v. Indiana, 281 
US. 163 (1930). A more deserving criticism might be based on the unwillingness of the 
Supreme Court in recent years to exercise its original jurisdiction. 
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ment of federal rules of decision in diversity cases based on state-created 
rights,”® 

The Court’s wise reluctance to undertake a supervisory role over the states 
on the basis of the provisions of Article IV evidences a similar restraint—a 
restraint all the more striking because the Article IV provisions were primar- 
ily intended to govern the relations of the states with one another. The explicit 
commands relating to fugitive slaves and extradition were muted by the re- 
fusal of northern states to return fugitives*® and the retaliatory refusal of 
southern states to deliver persons subject to extradition.*! The guarantee to 
every state of “a Republican Form of Government” was treated as a moral 
adjuration beyond the competence of the Court to deal with.** Finally, prob- 
lems arising under the full faith and credit clause have been handled with 
great delicacy so as not to foreclose a forum state from applying its own law 
to any controversy in which it has some interest.** 

Even with respect to those constitutional prohibitions providing protection 
from abusive state action to private individuals, the Court on the whole has 
performed a difficult assignment with wisdom and restraint. Many of the limi- 
tations of the original Constitution, such as the ex post facto clause and the 
contracts clavse, were given at an early stage narrow interpretations which 
allowed the states to adjust to subsequent social and economic problems.** 
And the Bill uf Rights as a whole was held inapplicable to the states, either as 
an original proposition*® or by virtue of the Fourteenth Amendment.** These 


*See Erie R. Co. v. Tompkins, 304 U.S. 64 (1938), overruling Swift v. Tyson, 16 Pet. 
(U.S.) 1 (1842). 


See Prigg v. Pennsylvania, 16 Pet. (U.S.) 536 (1842), holding that the obligation to 
secure the return of fugitive slaves rested on the United States. The political difficulties in 
recovering fugitive slaves are discussed in 2 C. Warren, The Supreme Court in United States 
History 83-86, 258-78 (Rev. ed., 1926). 


See Kentucky v. Denison, 24 How. (U.S.) 66 (1861) (extradition provision not judi- 
cially enforceable). 


* Luther v. Borden, 7 How. (U.S.) 1 (1849); Pacific States Tel. & Tel. Co. v. Oregon, 
223 U.S. 118 (1912); Ohio ex rel. Bryant v. Akron Metropolitan Park District, 281 US. 
74, 80 (1930). 


See Currie, The Constitution and the Choice of Law: Governmental Interests and the 
Judicial Function, 26 U. of Chi. L. Rev. 9 (1958); Jackson, Full Faith and Credit—The 
Lawyer’s Clause of the Constitution, 45 Col. L. Rev. 1 (1945). 


“ The ex post facto clause was held applicable only to penal laws, Calder v. Bull, 3 Dall. 
(U.S.) 386 (i798), in the form of statutory enactments, Frank v. Mangum, 237 US. 309, 
344 (1915). Thus civil laws adversely affecting private rights are not restricted. But cf. 1 
W. W. Crosskey, Politics and the Constitution 324-51 (1953). The contracts clause was 
interpreted as applying only to contracts previously formed. Odgen v. Saunders, 12 Wheat. 
(U.S.) 213 (1827). Again compare Crosskey’s discussion of the intended meaning, 1 Politics 
and the Constitution 352-60. 


* Calder v. Bull, 3 Dall. (U.S.) 386 (1798). 
* Adamson v. California, 332 U.S. 46 (1947) ; Palko v. Conecticut, 302 U.S. 319 (1937). 
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large aspects of the Court’s work cannot be overlooked ir: assessing its total 
performance. 

There are other respects, however, in which the Court has imposed debat- 
able, if not unjustifiable, restrictions on the exercise of state power. One of 
these is the operation of the commerce clause as a judicially enforced restric- 
tion on the excrcise of state power—the so-called negative implications of the 
commerce clause. The Constitution does not, by express provision, make the 
regulation of commerce an exclusive national function. The natural inference, 
here as elsewhere, should be that the states retain general governmental 
power. Nevertheless, almost continuously from its adoption, the clause was 
thought to allow judicial attempts to preserve a national economy when Con- 
gress had not acted. By 1851 it was established that the commerce clause 
operated as an implied limitation upon state regulation of that commerce 
viewed by the Court as demanding a single uniform rule.** The generality of 
the test had the effect of making the validity of state regulation depend in 
each case upon a judgment of the majority of the Court concerning the neces- 
sity or appropriateness of the challenged regulation, the local benefits to be 
secured, and the countervailing cost or inconvenience to the national economy. 
The present Court continues to exercise this established power, although it 
seems to accord more respect to state policy than did its predecessors.** 

The Court’s performance in a related area is even more deserving of criti- 
cism. In dealing with tue question whether congressional legislation under the 
commerce clause has precluded state action, the Court in recent years has 
appeared to adopt a presumption in favor of federal “occupation of the field” 
and against state exercise of concurrent legislative power.*® Here again, the 
tests applied by the Court are so vague that judicial views as to the desirabil- 
ity of particular state regulatory schemes appear to be controlling. And the 
present Court apparently has a preference, not always shared by Congress,*® 
for uniform federal law. The recent extension of these vague tests to cases not 
involving the commerce power is disturbing. For example, in Pennsylvania v. 
Nelson* the Court effected a broad displacement of state sedition laws with- 


* Cooley v. Board of Wardens of Port of Philadelphia, 12 How. (U.S.) 299 (1852). 
* See, e.g., Duckworth v. Arkansas, 312 U.S. 390 (1941). 


*E.g., Guss v. Utah Labor Relations Board, 353 U.S. 1 (1957) ; Pennsylvania v. Nelson, 
350 U.S. 497 (1956) ; H. P. Hood and Sons v. DuMond, 336 U.S. 525 (1949) ; Cloverleaf 
Butter Co. v. Patterson, 315 U.S. 148 (1942) ; Hines v. Davidowitz, 312 U.S. 52 (1941). 


“During the period 1945-1957 alone the Supreme Court, after sustaining federal juris- 
diction against claims that state power should prevail, was reversed by Congress in at 
least five instances. In only one case did Congress modify a judicial decision refusing to 
extend federal power at the expense of the states. Note, Congressional Reversal of Supreme 
Court Decisions: 1945-1957, 71 Harv. L. Rev. 1324, 1325 (1958). 


“350 U.S. 497 (1956). The Supreme Court has now retreated from the extreme position 
of the Nelson case. See Uphaus v. Wyman, 360 US. 72 (1959). 
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out seriously considering the applicability of its commerce clause “tests of 
supersession” to a case involving overlapping criminal statutes and a congres- 
sional saving clause. Such cases significantly affect the federal-state balance. 
If a presumption is to be applied it should be that Congress, by its silence, 
does not intend to supersede overlapping state legislation. The states cannot 
remain as independent centers of governmental power if the expression of 
state policies is foreclosed merely by the enactment of not inconsistent federal 
legislation dealing with a similar matter. 

The Fourteenth Amendment is another provision which has involved the 
Court in active policy-making harmful to the states. There is little doubt that 
the Amendment, which is still of uncertain meaning and ultimate significance, 
brought about a fundamental alteration in the federal system. Intended to 
ensure that the newly freed Negro was given equal treatment and the full 
rights of citizenship, the Amendment created broadly phrased rights capable 
of judicial enforcement and, in addition, appeared to give Congress extensive 
power to legislate in protection of civil rights. The Congress, after the fervor 
of the reconstruction period subsided, abandoned any effort to utilize its new 
powers; and the Court at first gave a narrow interpretation to the various 
Civil Rights Acts and declined to expand its review of state action claimed to 
violate the Amendment. 

Then, in a startling burst of constitutional innovation, the Court, toward 
the end of the century, elaborated the due process clause as a substantive re- 
striction on the exercise of state power. It is unnecessary to elaborate the 
doctrinal content of “substantive due process.”*? The important point for 
present purposes is that it destroyed the capacity of the states to deal with a 
substantial area of private economic relations at precisely the time when eco- 
nomic and technological developments were building great popular pressure 
for state regulation of economic activties. Frustrated by the Supreme Court, 
the people increasingly turned to the federal government for the effective 
handling of economic affairs. When substantive due process was finally de- 
throned in the process of the general “constitutional revolution” of the 
1930’s,** the habit of looking to Washington on many matters had become 
firmly established. Judged by its effects, the depredations on state power in 
the name of substantive due process must be ranked as the foremost en- 
croachment by the Supreme Court on the rightful position of the states. 

Curiously enough, the most vocal advocates of “states’ rights” have not 
attacked the Court’s former use of the due process clause to strike down state 
economic regulation. The attack, instead, is on the expanding role of the 


“ The development and implications of the doctrine are stated in R. L. Mott, Due Process 
of Law (1926) and C. G. Haines, The Revival of Natural Law Concepts (1930). 


“ West Coast Hotel Co. v. Parrish, 300 U.S. 379 (1937), was the decisive case. See also 
Day-Brite Lighting, Inc. v. Missouri, 342 U.S. 421 (1952) ; Lincoln Union v. Northwestern 
Co., 335 U.S. 525 (1949) ; Olsen v. Nebraska, 313 U.S. 236 (1941). 
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Court in policing the minimal decencies of civilized government. Of necessity, 
the latter assignment involves a large degree of discretion and is one of the 
most difficult—and creative—tasks of the Court. Under the leadership of 
Chief Justice Hughes,** the Court began requiring a higher standard of the 
states in protecting civil and political rights—and the standard is still being 
raised. Few would agree with all of the Court’s decisions involving personal 
freedoms, but it is unrealistic to view these largely procedural limitations as 
seriously curtailing state power. For the most part they merely put important 
limitations on the permissible ways of using the coercive powers of govern- 
ment.*® “Court enforcement of them may cut across time-honored policies 
and deeply felt beliefs. But they do not have the effect of transferring activi- 
ties from one governmental level to another. Nor do they prevent either level 
from pursuing substantive programs of any kind likely to be adopted in this 
country.’’#6 

In summary, on most matters related to the exercise of state power, the 
Court in recent years has been respectful and accommodating to state policy. 


B. LACK OF RESTRICTIONS ON NATIONAL POWER 


It is widely asserted that the Supreme Court has distorted the constitu- 
tional balance by abandoning its historic role of confining Congress within the 
limitations imposed by the Constitution. The argument is that the Court, by 
interpreting federal powers in an improperly broad fashion and by refusing to 
exercise its traditional power of review, has undermined the constitutional 
concept of a national government of limited powers and made the existence of 
state authority, even over matters of purely domestic concern, depend on the 
sufferance of Congress. 

In its extreme form, this charge confuses judicial restraint with abdication. 
The Court has not denied its power to review acts of Congress but has become 
more selective about its exercise. The power is still there and different judges 
in different times may revive the now dormant doctrines of, for example, the 
Taft Court. Nor is it correct to say that the constitutional limitations on the 
Congress have disappeared. Recently, for example, the Court, invalidating an 
enactment authorizing an overseas trial for civilian dependents of the mili- 


“See, e.g., Near v. Minnesota ex rel. Olson, 283 U.S. 697 (1931); De Jonge v. Oregon, 
299 U.S. 353 (1937); Lovell v. City of Griffin, 303 U.S. 444 (1938). The development of 
the Court’s in forma pauperis practice under Hughes has been traced in McElwain, The 
Business of the Supreme Court as Conducted by Chief Justice Hughes, 63 Harv. L. Rev. 
5, 20-26 (1949). 


“Even the School Segregation Case, 347 U.S. 483 (1954) and 349 U.S. 294 (1955), the 
most far-reaching application of the Fourteenth Amendment to protect civil liberties, does 
not displace the states from the operation of schools or the control of education. It merely 
limits in one respect the manner in which schools may be operated. 


“This is the conclusion reached by the President’s Commission on Intergovernmental 
Relations, A Report to the President for Transmittal to the Congress, at 31. 
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tary, emphatically declared that the United States can never act except in a 
fashion consistent with the fundamental document.*? 

The mistaken impression that there are no limits to congressional action is 
largely due to the fortunate circumstance that Congress has not attempted to 
destroy the Constitution. If Congress purported to govern the descent and dis- 
tribution of property or legislated with respect to land titles the Tenth Amend- 
ment would bar the way. Similarly, the Court would not allow Congress with- 
out a fight to destroy or cripple the independence of the states by directing 
their officers to perform federal functions inconsistent with their state duties. 
That these illustrations are improbable of enactment should hearten rather 
than discourage the friends of the states: No bevy of platonic guardians, to 
borrow Learned Hand’s phrase, could maintain the constitutional division of 
power if the political safeguards of federalism failed and the people demanded 
a centralized state. 

It cannot be denied, however, that the Supreme Court since 1937 has given 
congressional exercises of power a tolerant treatment. But the Court’s deci- 
sions are not without support in the constitutional text and constitute, for the 
most part, a return to the nationalist views of John Marshall. The sanctioning 
of implied congressional powers and rejection of the extreme views based on 
the Tenth Amendment are illustrative. 

The question of implied powers—whether the Tenth Amendment prevents 
the expansion of national power by virtue of the necessary and proper clause 
—was settled by the Marshall Court in 1819.** The much less plausible argu- 
ment underlying the Child Labor Case and its progeny*®—that the reserved 
powers of the states comprise an independent restriction on otherwise consti- 
tutional acts of the federal government—had little constitutional justification. 
The Tenth Amendment was declaratory of the division of powers between 
states and nation; it was not intended as a yardstick, or independent restric- 
tion, of federal power.®® Its sponsor, James Madison, put the matter quite 
clearly in 1791: “Interference with the power of the States was no constitu- 
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“ Reid v. Covert, 354 U.S. 1 (1957). The holding of the majority was limited to trials 
for a capital offense. It should be noted that some of the fears underlying the Bricker 
Amendment are eliminated by Mr. Justice Black’s forthright statement that exercise of 
the treaty power cannot override limitations contained in the Constitution. 


“McCulloch v. Maryland, 4 Wheat. (U.S.) 316 (1819). Chief Justice Marshall there 
declared that the effect of the Tenth Amendment was to leave the question “whether the 
particular power which may become the subject of contest has been delegated to the one 
government, or prohibited to the other, te depend upon a fair construction of the whole 
instrument.” Id., at 406. 


“ Hammer v. Datenhart, 247 U.S. 251 (1918) ; Bailey v. Drexel Furniture Co., 259 US. 
20, 36; 38 (1922); Hill v. Wallace, 259 U.S. 44 (1922); Carter v. Carter Coal, 298 US. 
238 (1936) ; and United States v. Butler, 297 U.S. 1 (1936). 


© United States v. Darby, 312 U.S. 100, 124 (1941): “. .. the Tenth Amendment... 
states but a truism that all is retained which has not been surrendered.” 











oe 8 fF te 

















THE SUPREME COURT AND STATE POWER 187 


tional criterion of the power of Congress. If the power was not given, Congress 
could not exercise it; if given, they might exercise it, although it should inter- 
fere with the laws, or even the Constitutions of the States.”°! The modern 
Court’s return to the earlier view of the Tenth Amendment did overthrow a 
number of precedents; but it was not without support in the great constitu- 
tional decisions of the formative era. 

The Court’s abandonment of substantive due process as a restriction on the 
exercise of both state and federal power was also sound.5? The free-wheeling 
discretion possible under this doctrine violated the democratic process at both 
levels of government and had the effect of immunizing a substantial area of 
private conduct from any governmental control. Surely it is incongruous for 
anyone respecting federalist values to criticize its demise, for its elimination 
terminated the most significant judicial inhibition on state power. States’ 
rights, clearly, is the battle cry of those desiring no governmental action on a 
particular matter as much as the legitimate argument of those who cherish 
local responsibility. 

Critics of the Court often take the somewhat inconsistent position of at- 
tacking any exercise of judgment by the Court as against the states but favor- 
ing an even broader judicial discretion as against Congress. They forget that 
the states are represented in the national legislature but that the federal gov- 
ernment is not represented in equal fashion in the state legislatures. The need 
for some institutional protection of federal interests is apparent. On the other 
hand, the necessity for judicial control of the national government is not so 
great because of the existence of important political safeguards, in particular, 
the important role of the states in the composition and selection of the na- 
tional government.®* Thus it can be argued that the Court would be justified 
in being more tolerant, rather than less, of federal legislation. Its more essen- 
tial function is the preservation of the federal system through the enforce- 
ment of the constitutional limitations on state action.** 

The expansion in the meaning of the commerce clause is perhaps more con- 
troversial. Yet even here the earliest interpretations of the clause,®* the re- 


"II Annals of Congress 1897 (1791). 
"For full discussion see R. H. Jackson, The Struggle for Judicial Supremacy (1941). 


= The allotment to each state of two Senators insures that the dominant political forces 
in each state are adequately represented in the Congress. State control over election qualifi- 
cations and congressional districting has ths effect of making state congressional delegations 
of much the same political complexion as the state legislatures. See Wechsler, The Political 
Safeguards of Federalism: The Role of the States in the Composition and Selection of the 
National Government, 54 Col. L. Rev 534 (1954). 


“Mr. Justice Holmes made the point in 1913: “I 4o not think the United States would 
come to an end if we lost our power to declare an Act of Congress void. I do think the 
Union would be imperiled if we could not make that declaration as to the laws of the 
several States.” O. W. Holmes, Jr., Collected Legal Papers 295—96 (1920). 


® See Gibbons v. Ogden, 9 Wheat. (U.S.) 1, 189-92, 196-97 (1824). 
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searches of modern scholars into its intended meaning,** and the pressures re- 
sulting from a vastly changed economy’ provide arguments in support of the 
Court. 

On the basis of the over-all record, I conclude that the Supreme Court is 
not responsible in any simple sense for the relative decline in state power. It is 
true that the Court has on occasion impaired the rightful position of the states 
in important respects. In most such instances, however, Congress has been 
left free to redress the balance, if the representatives of the states so choose. 
On the whole the Court has respected the constitutional division of powers 
and treated state policies with tolerance. National powers have been inter- 
preted so as to be truly adequate to meet all national needs; but the judicial 
acquiescence in the development of national power has not yet placed the 
states in jeopardy. 


III. THe RESPONSIBILITY OF THE STATES 


In our federal system, both constitutional theory and political practice re- 
quire that the initiative for central intervention come from the local constit- 
uencies which elect the national legislature. The inherent tendency is to re- 
strain and retard the expansion of federal activities into areas previously 
handled by the states. Thus central intervention only occurs when the people 
of the several states demand it. The march of power to Washington has not 
been the result of Supreme Court decisions nor of the communist conspiracy, 
but of popular pressure. At every step a Congress fully responsive to state 
interests has enacted the measures and appropriated the necessary funds. 

It is unrealistic to suppose that there is any easy solution to the attrition of 
state power. The giant forces which have caused the growth of federal power 
are too strong. Foremost of these is the world situation in which we find our- 
selves. As long as the risk of war remains high, the awesome responsibilities of 
national defense and of a global foreign policy may be expected to generate 
constant pressure for further expansions of federal activity. The accelerating 
pace of technological changes also presents grave problems for the continu- 
ance of federalism. The development of economical atomic power, for exam- 
ple, may oust the states from the regulation of public utilities. Other techno- 
logical and economic developments are bound to create pressure for uniform 
national treatment. Finally, the increasing appetite of the American people 
for minimum national standards obtainable only through federal legislation 
may result in further inroads upon state authority. The demand for minimum 
national standards has already led to social security, a minimum wage, and 
national responsibility for the prevention and cure of economic depressions. 


See 1 W. W. Crosskey, Politics and the Constitution 17-294 (1953). 


® See Stern, The Commerce Clause and the National Economy, 1933-1946, 59 Harv. L. 
Rev. 645, 883 (1946). 
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And proposals for widespread federal participation in the fields of health and 
education are even now receiving serious attention. 

The signs of approaching danger are apparent. As Leonard White has 
said, “. . . if present trends continue for another quarter century, the states 
may be left hollow shells, operating primarily as the field districts of federal 
departments and dependent upon the federal treasury for their support.”°* 
For those who believe, as I do, that the values of federalism are enduring and 
that federalism is as necessary to liberty now as it ever has been, the path of 
prudence lies in the strengthening of the initiative and responsibility of self- 
governing, local democracy. Castigation of the Supreme Court is unlikely to 
reverse the tide which has set in against the states. The relative decline in 
state power vis-a-vis the power of the national government can be halted only 
by vigilant and responsible state governments undertaking the manifold tasks 
which have gone or are going to the federal government by default. Above and 
beyond the relative decline of state power, the absolute growth in the power 
of the national government remains a peril for the survival of federalism. The 
Supreme Court cannot be expected to play a vital role in preserving federalism 
—the diffusion of power among various units of government—from the long- 
run effects of expanding national power. For this larger problem, only the 
willingness of the electorate to leave a significant role to private voluntary 
activity can provide a solution. 


*L. D. White, The States and the Nation 3 (1953). 
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